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REFORM  PROPOSALS  FOR  SUBCHAPTER  S 
CORPORATIONS 


THURSDAY,  JUNE  23,  1994 

House  of  Representatives, 
Subcommittee  on  Procurement, 

Taxation,  and  Tourism, 
Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2359-A,  Raybum  House  Office  Building,  Hon.  James  H.  Bilbray 
(chairman  of  the  subcommittee)  presiding. 

Chairman  Bilbray.  The  subcommittee  is  called  to  order.  Today, 
the  subcommittee  will  highlight  efforts  to  reform  the  current  struc- 
ture of  the  subchapter  S  corporations.  The  subcommittee  takes  par- 
ticular interest  in  this  issue  because  of  the  effect  that  changes  to 
the  S  corporation  rules  would  have  on  small  business.  It  is  esti- 
mated that  at  this  time  there  are  approximately  1.5  million  busi- 
nesses that  operate  as  subchapter  S  corporations,  with  the  large 
majority  of  them  being  small  businesses. 

Subchapter  S  status  has  long  served  as  a  critical  vehicle  for 
emerging  small  businesses  to  attract  capital  and  achieve  growth. 
By  taking  away  the  burden  of  double  taxation,  yet  allowing  small 
businesses  the  benefits  of  limited  liabihty  associated  with  the  cor- 
porate status,  S  corporations  have  served  as  the  cornerstones  for 
growth  in  this  country. 

However,  since  the  inception  in  1958,  a  number  of  rules  have  be- 
come antiquated  and  the  administrative  aspects  of  the  S  corpora- 
tions have  become  increasingly  complex  and  often,  unfortunately, 
penalizing  to  small  businesses. 

Today,  the  subcommittee  will  be  focusing  primarily  on  the  legis- 
lation introduced  by  Congressman  Hoagland,  H.R.  4056,  which 
seeks  to  update  these  rules  and  reform  many  of  the  sections  that 
are  currently  hindering  S  corporation  growth.  I  am  happy  not  only 
to  be  a  cosponsor  of  this  legislation,  but  to  have  Congressman 
Hoagland  come  before  us  todav  to  highlight  his  legislation. 

In  addition,  I  am  delighted  to  have  Jere  Glover,  Chief  Counsel 
for  Advocacy  for  the  Small  Business  Administration,  highlight  the 
effect  that  S  corporations  and  this  legislation  will  have  on  small 
businesses. 

In  essence,  the  bill  will  reform  a  number  of  the  areas  that  will 
expand  capital  access,  promote  growth,  and  are  of  critical  impor- 
tance to  small  businesses.  They  promote  family  owned  businesses, 
in  addition.  By  expanding  shareholder  eligibility,  limits  and  types 
of  stocks  issued,  the  legislation  will  enhance  access  to  capital. 

(1) 


By  simplifying  complex  rules  and  requirements,  small  businesses 
will  be  able  to  avoid  unexpected  pitfalls  and  continue  to  expand 
and  grow.  Finally,  by  reforming  rules  regarding  trust  arrange- 
ments, we  will  be  able  to  promote  the  family  owned  business,  the 
cornerstone  of  America's  small  business. 

In  addition  to  Congressman  Hoagland  and  Mr.  Glover,  today  we 
have  a  distinguished  panel  of  small  business  and  industry  experts. 
The  subcommittee  looks  forward  to  their  testimony. 

[Chairman  Bilbray's  statement  may  be  found  in  the  appendix.] 

Mr.  Portman,  do  you  have  an  opening  statement? 

Mr.  Portman.  Thank  you,  Mr.  Chairman.  I  am  grateful  for  your 
calling  this  hearing  today  and  for  Mr.  Hoagland  being  here.  I  am 
one  of  his  original  cosponsors  on  his  legislation. 

I  think  it  is  important  that  we  focus  today  on  the  subchapter  S 
corporation,  and  in  particular  on  this  legislation.  No  issue  is  more 
critical  to  the  country  than  economic  growth  and  job  creation.  I  be- 
lieve far  too  much  legislation  we  have  enacted  of  late  here  in  Wash- 
ington, perhaps,  doesn't  focus  on  that  issue.  Indeed,  some  of  the 
laws  we  have  passed  here  have  probably  had  the  opposite  effect, 
particularly  on  that  sector  of  the  economy  that  has  been  the  engine 
of  economic  growth,  which  is  small  business. 

Already  reeling  from  the  ever-growing  red  tape  and  government 
regulations,  last  year  small  businesses,  particularly  those  orga- 
nized as  S  corporations,  partnerships,  sole  proprietorships,  were  hit 
hard  by  tax  increases.  Although  the  legislation  that  we  will  discuss 
today,  H.R.  4056,  does  not  specifically  address  last  year's  tax  issue, 
it  does  provide  much  needed  relief  to  small  business,  particularly 
S  corporations. 

I  wanted  to  highlight  the  results  of  a  survey  of  2,100  small  busi- 
nesses recently  completed  by  the  National  Association  of  Manufac- 
turers which  nelps  explain  why  such  legislation  is  so  needed.  The 
survey  signals  a  warning  sign  that  the  spirits  of  S  corporation  own- 
ers have  been  severely  dampened  since  last  year. 

Fully  51  percent  of  sub  S  respondents  expect  to  reduce  the 
amount  of  investment  they  will  make  intheir  businesses  in  1994. 
This  compares  with  only  21  percent  for  regular  C  corporation  re- 
spondents. 

Putting  this  in  terms  that  are  even  more  dramatic  and  dis- 
concerting, even  taking  into  account  the  lower  interest  rate  envi- 
ronment we  have  now,  nearly  30  percent  of  these  S  corporation 
owners  expect  to  reduce  their  levels  of  employment  this  year  versus 
17  percent  for  C  corporations. 

Clearly  action  must  be  taken.  I  was  pleased  to  be  able  to  join  Mr. 
Hoagland  and  six  other  colleagues  in  introducing  H.R.  4056,  a  bi- 
partisan effort  to  assist  S  corporations.  We  must  do  all  we  can 
within  our  power  to  enable  these  small  businesses  to  attract  badly 
needed  capital  so  they  can  expand  their  businesses  and  create  new 
jobs. 

It  is  also  important  that  we  remove  some  of  the  barriers  that 
have  prevented  them  from  competing  on  a  more  level  playing  field 
with  the  C  corporations.  I  know  we  will  be  hearing  from  Mrs. 
Roudebush  and  others  on  that  today. 

Mr.  Chairman,  I  would  be  interested  in  hearing  the  input  of  this 
distinguished  panel  of  witnesses  today.  I  am  particularly  pleased 


that  Peggy  Roudebush,  who  is  secretary- treasurer  of  Harrison 
Ready  Mix  Concrete  and  Supply  Co.,  located  in  my  district,  was 
able  to  be  here  today  to  share  her  thoughts  with  us.  I  have  known 
Peggy  for  a  long  time.  She  is  a  thoug'htful  and  articulate  business- 
woman, very  successful  in  her  own  right,  who  I  think  will  be  able 
to  provide  us  with  some  firsthand  experience  with  some  of  the 
problems  that  S  corporations  face  under  the  current  system. 

She  also  serves  on  my  Task  Force  on  Health  Care  Reform  and 
has  given  me  valuable  insight  in  that  role. 

Mr.  Chairman,  I  would  also  like  to  submit,  if  possible,  to  today's 
record  a  letter  that  I  received  yesterday  from  the  President  of  New 
Surg  Medical  Incorporated,  a  5-person  firm  located  in  Clermont 
County  in  my  district.  It  spells  out  how  the  provisions  of  H.R.  4056, 
which  expands  the  number  of  S  corporation  shareholders  from  35 
to  50  will  allow  his  company  to  attract  new  capital  needed  in  this 
17-month-old  firm  to  expand  their  manufacturing  capabilities. 

Chairman  Bilbray.  Without  objection,  so  ordered. 

[The  letter  may  be  found  in  the  appendix.] 

Mr.  PoRTMAN.  Thank  you,  Mr.  Chairman. 

I  look  forward  to  hearing  from  our  panel  today,  and  I  hope  that 
today's  hearing  will  shed  additional  light  on  why  Congress  should 
move  now  to  enact  this  important  legislation.  It  is  a  prime  and  rare 
example  of  Congress  having  the  opportunity  to  pass  a  new  law 
which  I  believe  could  expand  the  economy,  create  new  jobs  and  en- 
sure the  continued  strength  of  the  small  business  sector. 

Yield  back. 

Chairman  Bilbray.  Thank  you,  Mr.  Portman. 

Mr.  Hoagland,  you  may  proceed. 

TESTIMONY  OF  HONORABLE  PETER  HOAGLAND,  A  REP- 
RESENTATIVE IN  CONGRESS  FROM  THE  STATE  OF  NE- 
BRASKA 

Mr.  Hoagland.  Well,  thank  you,  Mr.  Chairman,  and  I  would  ask 
unanimous  consent  to  submit  my  statement  for  the  record. 

Chairman  Bilbray.  Without  objection. 

Mr.  Hoagland.  Let  me  just  make  a  couple  of  brief  remarks,  if 
I  might,  Mr.  Chairman. 

First  of  all,  I  am  delighted  to  appear  here  today,  and  I  am  de- 
lighted that  the  two  of  vou  are  both  original  cosponsors  of  the  legis- 
lation. It  is  clearly  needed. 

There  is  a  comparable  bill  in  the  Senate,  and  I  think  the  chances 
for  passage,  if  not  this  Congress,  next  Congress,  are  really  quite 
good,  because  clearly  we  need  to  update  on  many  fronts  the  sub  S 
laws. 

As  you  all  know,  subchapter  S  was  added  to  the  Internal  Reve- 
nue Code  in  1958  to  allow  small  business  to  obtain  the  benefits  of 
limited  liability  without  the  burden  of  a  corporate  tax.  Now  the 
time  has  come  to  modernize  these  rules,  which  go  back  to  the 
1950's,  many  of  which  are  antiquated  now  and  actually  impede 
growth  and  impose  unnecessary  administrative  complexity  on  the 
system. 

This  legislation  focuses  on  four  basic  goals:  First,  to  broaden  the 
eligibility  rules;  second,  to  simplify  the  rules;  third,  to  expand  cap- 
ital formation;  and  fourth,  to  preserve  family  owned  businesses. 


First,  on  broader  eligibility  rules.  The  legislation  allows  tax-ex- 
empt organizations  to  become  valid  shareholders  of  sub  S  corpora- 
tions, but  also  allows  nonresident  aliens  to  become  eligible  share- 
holders. These  are  both  important  in  expanding  the  capital,  poten- 
tial capital  for  sub  S. 

Now,  the  goal  is  simplification  of  complex  rules.  There  really  are 
a  lot  of  rules  and  a  lot  of  traps  in  current  legislation  that  we  seek 
to  simplify.  The  first  has  to  do  with  making  a  timely  sub  S  election. 
Under  current  laws,  if  a  corporation  does  not  make  a  timely  elec- 
tion they  are  out  of  luck.  Under  this  bill,  the  Secretary  can  retro- 
actively allow  a  timely  election  if  there  is  reasonable  cause  for  fail- 
ure to  make  it.  So,  we  do  away  with  that  absolute  rule  which  can 
trap  a  lot  of  people. 

Chairman  Bilbray.  It  is  my  understanding  that  subchapter  S 
rules  presently,  you  have  not  only  a  certain  time  period  after  you 
incorporate  but  on  an  annual  basis  you  can  still  elect  to  be  a  sub- 
chapter S  under  present  rules.  Is  that  correct? 

Mr.  HOAGLAND.  I  believe  that  is  correct. 

Chairman  BiLBRAY.  Thank  you. 

Mr.  HOAGLAND.  But  giving  some  administrative  flexibility  in 
waiving  those  rules  can  really  help  a  lot  of  sub  S's  when  their  ac- 
counts make  a  mistake,  for  instance,  or  something  like  that  hap- 
pens. 

Now,  also  under  current  law,  if  more  than  35  percent  of  the  gross 
receipts  are  passive  investment  income,  why  then  the  corporate  tax 
level  is  imposed  on  that  excess  over  25  percent. 

Additionally,  if  this  continues  for  more  than  3  years,  whv  the  sub 
S  status  is  discontinued.  Another  blanket  rule  without  flexibility. 
What  this  legislation  does,  what  our  legislation  does,  it  increases 
our  threshold  from  35  to  50  percent. 

More  importantly,  it  would  repeal  the  termination  event  aspect 
and  simply  increase  the  corporate  level  tax  rate  for  10  percent  for 
each  successive  year  that  the  sub  S  is  out  of  compliance.  So,  it  just 
hikes  the  penalties,  but  it  does  not  terminate  the  status. 

A  procedural  problem  under  current  law  requires  that  if  a  share- 
holder terminates  his  interest— I  don't  know  how  interested  you 
are  in  these  technicalities,  Mr.  Chairman.  Let  me  just  do  one  final 
one.  If  a  shareholder  terminates  his  interest  during  a  taxable  year, 
then  the  corporation  and  all  of  the  shareholders  have  to  agree  to 
close  the  books  on  the  date  of  termination. 

Now,  the  legislation  would  eHminate  that  requirement  and  re- 
quire only  the  affected  shareholders  to  consent  to  the  closing.  This 
will  be  very  helpful  to  those  who  have  to  deal  with  sub  S's  on  a 
day-to-day  basis. 

Now,  on  expanding  capital  formation  small  business,  the  small 
business  environment  has  changed  a  whole  lot  since  1958  and 
many  small  businesses  now  operate  more  in  the  nature  of  venture 
capitalists  and  they  rely  on  venture  capitalists  rather  than  banks 
to  an  increasing  degree  for  their  capital. 

Currently,  a  corporation  is  not  eligible  to  be  a  sub  S  if  it  has 
more  than  35  shareholders.  Now,  when  you  are  a  venture  capitalist 
and  you  want  to  bring  your  investors  in  as  shareholders  why  that 
creates  a  real  restriction.  So,  we  increase  the  number  to  50  under 
this  legislation  so  it  allows  the  number  of  permitted  shareholders 


that  can  be  capital  contributors  through  shareholder  contributions 
and  allows  sub  S  status  to  do  more  in  the  closely  held  business 
area. 

Under  current  law  also,  sub  S  corporations  are  allowed  only  to 
have  one  class  of  stock.  This  legislation  would  allow  them  to  issue 
preferred  stock.  As  a  result,  the  bill  in  this  respect  as  well  in- 
creases access  to  capital  from  investors  who  insist  on  having  a  pref- 
erential return. 

Currently,  sub  S  corporations  engage  in  much  more  complicated 
structuring  than  they  used  to  achieve  the  same  result.  A  provision 
in  this  bill  would  allow  sub  S's  to  hold  subsidiaries,  and  that  would 
allow  them  to  isolate  one  or  more  of  their  businesses  in  subsidi- 
aries and  thereby  not  subject  that  operation  which  may  be  more 
risky  to  the  other  operation  which  may  be  less  risky  or  vice  versa. 

Being  able  to  isolate  businesses  and  subsidiaries  helps  with  the 
liability  issue. 

Finally,  point  four  is  it  helps  preserve  family  owned  businesses. 
Many  small  businesses  are  multigenerational  family  held  oper- 
ations that  are  restricted  by  these  outdated  rules. 

A  major  purpose  of  sub  S  reform  is  to  provide  a  vehicle  for  family 
owned  corporations,  and  in  all  of  our  parts  of  the  country  this  is 
very  important.  Under  current  law,  only  certain  types  of  trusts  are 
permitted  to  become  shareholders  of  S  corporations. 

The  provision  in  the  legislation  would  accomplish  many  estate 
planning  goals.  We  talked  about  that  before  the  hearing,  Mr. 
Chairman,  not  currently  available  because  of  the  current  law  limi- 
tations on  the  type  of  trusts  that  can  become  sub  S  shareholders. 

A  second  provision  would  preserve  the  family  owned  business — 
a  second  provision  to  preserve  family  owned  businesses  is  to  count 
all  members  of  a  single  family  that  own  a  sub  S  corporate  stock 
as  a  single  shareholder.  The  effect  of  this  provision  is  to  permit 
businesses  owned  by  large  families  to  be  sub  S  corporations  and 
still  enable  employees  or  others  to  own  an  equity  interest  in  the 
business.  So,  that  really  has  the  effect  of  expanding  the  permissible 
shareholders  as  well. 

So,  in  conclusion,  the  current  law  as  originally  enacted  is  ex- 
tremely restrictive  and  contains  a  number  of  complex  rules,  and  we 
need  to  change  them.  Currently,  more  than  1.6  million  companies 
in  the  United  States  are  organized  as  sub  S  and  they  operate  in 
virtually  every  industry  sector.  This  legislation  would  eliminate 
undue  complexity,  make  it  easier  to  start  a  business,  easier  to  at- 
tract capital,  and  easier  to  pass  that  family  business  on  to  one's 
heirs. 

Again,  I  am  delighted  that  the  subcommittee  is  focusing  atten- 
tion on  this  legislation.  It  is  clearly  worthy,  and  let's  hope  we  can 
get  it  enacted. 

[Mr.  Hoagland's  statement  may  be  found  in  the  appendix.] 

Chairman  BiLBRAY.  Thank  you,  Mr.  Hoagland.  As  you  men- 
tioned, with  some  of  our  Members,  including  myself,  as  cosponsors, 
this  is  probably  the  friendliest  subcommittee  you  will  run  up 
against  this  session. 

What  is  the  status  of  the  legislation  in  the  sense  of  Ways  and 
Means? 


Mr.  HoAGLAND.  Well,  In  the  Ways  and  Means  Committee  we  are 
so  preoccupied  with  health  care 

Chairman  Bilbray.  I  didn't  know  that. 

Mr.  HOAGLAND.  You  are  very  fortunate  not  to  be  participating  in 
that,  I  can  tell  you,  Mr,  Bilbray.  It  has  been  a  nightmare.  As  a 
matter  of  fact,  we  are  having  a  caucus  right  now  on  Title  IV. 

Of  course,  we  are  trying  to  get  GATT  out  of  the  committee  before 
the  July  4th  recess,  so  we  are  meeting  on  GATT  early  in  the  morn- 
ing and  then  late  in  the  evening.  Then  we  have  welfare  reform 
looking  over  our  shoulder. 

Now,  whether  there  is  going  to  be  room  for  any  other  issues, 
post-August  brief  or  not  is  anybody's  guess. 

Chairman  Bilbray.  I  would  think  that  this  would  be — after  all 
those,  they  would  love  to  take  something  like  this  up. 

So,  you  don't  know  if  this — if  we  can  get  this  out  of  the  House 
before  coming  out  after  August,  if  then?  I  think  all  of  us  are  anx- 
ious to  move  this  bill.  If  we  could  move  it  out  of  this  committee, 
I  am  certain  we  would  in  about  a  flash. 

You  mentioned  preferred  stock,  and  probably  this  is  a  better 
question  for  the  accountants  that  are  coming  after,  but  you  said 
you  allow  preferred  stock.  Only  one  class  of  preferred  or  more  than 
one  class? 

Mr.  HOAGLAND.  Let  me  check  my  notes. 

Chairman  Bilbray.  Some  corporations  have  the  common  stock 
plus  first  preferred,  second  preferred,  third  preferred.  Would  you  be 
limiting  that  to  one  class  of  preferred  stock  or  not? 

Mr.  HOAGLAND.  Why  don't  we  leave  that  to  the  experts  that  are 
following,  Mr.  Chairman? 

Chairman  Bilbray.  That  is  a  little  tough. 

Trust  provisions,  you  mentioned  that.  I  presume  what  you  are 
talking  about  is  a  family  trust.  What  does  the  present  law  permit 
as  far  as  trusts  are  concerned? 

Mr.  HOAGLAND.  Well,  they  are  allowed  to  be  shareholders  under 
some  circumstances.  But  this  would  liberalize  those  rules. 

Chairman  Bilbray.  They  would.  OK 

Mr.  Portman? 

Mr.  Portman.  Thanks,  Mr.  Chairman. 

Again,  thank  you,  Mr.  Hoagland,  for  taking  the  time  out  of  your 
busy  schedule  over  at  Ways  and  Means  to  come  here. 

I  want  to  commend  you  again  for  promoting  this  bill  within  your 
committee,  which,  obviously,  is  the  important  committee  of  jurisdic- 
tion. I  guess  I  would  have  a  couple  of  questions  for  you. 

Number  one,  what  are  some  of  the  concerns  that  your  colleagues 
on  the  committee  have  raised  on  means,  as  an  example,  of  a  tax 
revenue  concern  that  is  being  raised  and  how  might  that  be  ad- 
dressed? 

I  ask  that  question  because  I  think  when  the  other  witnesses 
come  forward  today  we  might  be  able  to  address  some  of  those  con- 
cerns. 

Mr.  Hoagland.  Yes.  What  we  need  help  with  most  of  all  are  the 
revenue  loss  aspects  of  the  legislation.  As  we  make  corporations 
with  up  to  50  shareholders  eligible  where  the  cutoff  is  35  share- 
holders now,  and  as  C  corporations  convert  to  sub  S  status,  why 


the  corporate  income  tax  lost  from  those  corporations  that  convert 
mounts  up. 

In  the  Ways  and  Means  Committee  we  have  pretty  tough  rules 
about  legislation  needing  to  be  revenue  neutral.  This  legislation  is 
not  revenue  neutral. 

So,  I  think  one  of  the  most  productive  things  that  could  result 
from  today's  hearing  are  some  ideas  as  to  how  to  raise  funds  to  pay 
for  it. 

Mr.  PORTMAN.  Is  there  any  opportunity,  do  you  think,  of  having 
a  more  dynamic  scoring  analysis  for  legislation  like  this?  I  know 
that  is  a  larger  question  that  gets  into  some  of  our  other  economic 
growth  ideas,  incentive  ideas.  But  would  this  legislation,  do  you 
Slink  from  your  experience,  lead  in  fact,  to  additional  revenue  be- 
cause of  the  increased  economic  activity? 

Mr.  HoAGLAND.  Clearly  it  would.  But  one  of  the  aspects  of  the 
CBO  rules  that  continues  to  haunt  us  is  the  CBO  always  scores 
losses,  but  they  hardly  ever  score  gains  the  same.  We  are  running 
into  that. 

Those  of  us  who  are  managed  competition  proponents  in  the 
health  care  debate  the  sort  of  savings  we  will  realize  through  com- 
petition long  term,  which  we  know  are  clearly  there  as  you  see  the 
experiences  with  managed  competition  throughout  the  country,  are 
not  scoreable  by  CBO. 

The  same  with  GATT.  The  reason  GATT  purportedly  cost  $13 
billion  over  5  years  is  because  CBO  scores  the  loss  of  revenue  to 
the  United  States  as  our  tariffs  come  down,  but  CBO  does  not  score 
the  revenue  gains  that  we  get  as  FVance  and  England  and  Ger- 
many's tariffs  go  down  cutting  the  effective  cost  to  our  goods  over- 
seas by  10  to  20  percent,  increasing  sales  of  our  goods  overseas  re- 
sulting in  more  Deutsche  marks  coming  into  the  United  States  in- 
creasing the  profits  of  American  corporations  with  their  executives 
paying  higher  taxes,  right. 

None  of  that  is  scored.  None  of  the  benefits  of  GATT  are  scored, 
yet  the  costs  of  GATT  are  scored.  So,  that  is  why  we  as  a  Congress 
may  very  well  decide  to  waive  some  or  all  of  the  budget  rules  in 
ratifying  GATT  later  this  year. 

What  we  are  facing  in  the  health  care  debate  is  having  urged 
upon  us  substantive  policies  that  I  think  don't  make  sense  but  sat- 
isfy scoring  rules. 

Mr.  PoRTMAN.  The  same  challenges  will  face  us  with  this  legisla- 
tion. 

Mr.  HoAGLAND.  The  same  challenge  we  are  going  to  face  with 
this  legislation  because  the  losses  are  going  to  be  scored  as  losses 
and  the  benefits  largely  won't  be. 

Mr.  PoRTMAN.  The  numbers  are  a  lot  smaller,  so  maybe  it  is 
easier  to  make  up  the  shortfalls. 

Mr.  HoAGLAND.  That  is  right. 

Mr.  PoRTMAN.  But  again,  I  commend  you  for  pushing  it.  I  know 
that  the  chairman  and  I  will  be  happy  to  be  at  your  side — not  on 
your  committee,  but  at  your  side,  and  if  there  is  some  way  we  can 
assist  you  further  here  I  hope  you  will  let  us  know. 

Thank  you,  Mr.  Chairman. 

Mr.  HOAGLAND.  Well,  oftentimes  chairmen  have  more  clout,  of 
course,  than  regular  Members,  and  in  a  chairman-to-chairman  con- 
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versation  Mr.  Bilbray  might  really  help  advance  this  legislation  in 
the  committee. 

Chairman  Bilbray.  Well,  it  is  easier  to  talk  to  the  new  chair- 
man, I  will  tell  you. 

Chairman  Bilbray.  The  question  is  what  was  the  CBO  scoring 
on  this  as  a  loss  of  revenue? 

Mr.  HoAGLAND.  That  is  a  moving  target,  and  I  think  if  I  mention 
any  figure  at  this  point  it  might  not  be  accurate  enough. 

Chairman  Bilbray.  Yes.  But  I  also  agree  with  the  statements 
earlier  that  the  fact  our  rule,  especially  in  dealing  with  CBO  on  the 
scoring  where  you  cannot  take  potential  gains,  we  have  had  that 
on  capital  gains.  We  have  had  it  on  other  areas  that  has  caused 
us  a  lot  of  problems. 

I  commend  you  again,  Mr.  Hoagland,  and  urge  you  to  speedily 
move  forward  on  health  care  so  we  can  get  to  these  other  matters 
that  are  just  sitting  there  waiting  to  be  acted  on. 

Thank  you  again  for  coming  today. 

Mr.  Hoagland.  Thank  you  again  for  your  interest,  Mr.  Chair- 
man. This  is  very  helpful. 

Chairman  Bilbray.  We  would  like  at  this  time  to  call  the  next 
panel,  a  panel  of  four  witnesses — Just  Mr.  Glover  at  this  time.  If 
Mr.  Glover  would  come  forward. 

Mr.  Glover,  if  you  could  proceed. 

TESTIMONY  OF  JERE  GLOVER,  CHIEF  COUNSEL  FOR  ADVO- 
CACY, U.S.  SMALL  BUSINESS  ADMINISTRATION;  ACCOM- 
PANIED  BY  EDWARD  KOOS,  ASSISTANT  CHIEF  COUNSEL  FOR 
TAX  POLICY 

Mr.  Glover.  Thank  you,  Mr.  Chairman.  I  will  summarize  my  re- 
marks, if  that  is  appropriate. 

Mr.  Chairman,  members  of  the  subcommittee,  thank  you  very 
much  for  the  opportimity  to  testify  today.  Today,  with  me  is  Ed- 
ward Koos,  our  Assistant  Chief  Counsel  for  Tax  Policy.  Mr.  Edward 
is  here  to  help  answer  questions  that  have  section  numbers  in  front 
of  them  or  Government  acronyms  and  numbers. 

I  am  somewhat  new  in  the  Grovernment,  and  while  I  was  there 
many  years  ago,  I  find  all  these  funny  letters  that  they  put  to- 
gether of  new,  unique  meanings.  I  try  very  hard  to  avoid  learning 
section  numbers  of  the  Tax  Code;  they  tend  to  always  change. 
Hopefully,  if  we  get  into  those  we  will  be  able  to  defer  to  them. 

Chairman  Bilbray.  You  ought  to  be  on  the  Armed  Services  Com- 
mittee and  try  to  learn  all  their  initials,  what  they  mean,  I  will  tell 
you.  It  took  me  2  years  to  understand  what  they  were  talking 
about. 

Go  right  ahead. 

Mr.  Glover.  I  do  need  to  mention  that  the  testimony  today  is 
that  of  the  Chief  Counsel  and  not  necessarily  the  administration. 
The  Chief  Counsel  does  have  a  unique  ability  to  appear  and  testify 
and  present  testimony  to  Congress  that  is  independent  of  the  ad- 
ministration and  the  comments  today  are  mine. 

The  sub  S  reform  issue  is  one  that  is  very  important.  I  think  we 
have  looked  at  a  number  of  circumstances.  We  looked  at  the  growth 
since  1982,  tripling  to  over  1.5  million  firms  that  are  sub  S.  It  tells 


us  that  this  is  a  desired  form  of  business  entity.  I  think  that  is  im- 
portant. /.    V      1        J 

I  think  that  we  have  seen  it  grow  and  expand.  One  of  the  hard- 
est problems  for  small  business  is  rising  capital,  and  we  look  at 
that  situation.  The  sub  S  Reform  Act  in  1992  opened  up  the  sub 
S  and  made  it  a  lot  more  easy  for  businesses.  I  speak  with  some 
experience  because  I  have  created  and  founded  eight  sub  S  corpora- 
tions, and  we  used  that  to  go  out  and  raise  several  million  dollars 
of  needed  capital.  Four  of  those  companies  I  was  the  CEO  and  prin- 
cipal of.  So,  I  have  seen  sub  S  and  in  each  case  when  I  looked  to 
see  what  form  of  business  entity  made  the  most  sense,  I  always 
came  up  with  the  sub  S. 

I  probably  made  50  to  100  of  my  clients  and  put  them  into  sub 
S  corporations.  It  gives  an  opportunity  where  no  other  opportunity 
exists.  Partnerships,  limited  partnerships  are  fairly  complicated. 
You  can  create  a  sub  S  corporation  in  15  minutes. 

One  of  the  problems  that  we  were  addressing,  though,  is  it  is  one 
of  the  few  places  where  when  you  make  a  mistake  it  is  fatal.  I 
mean  it  really  costs  big  money  if  the  lawyer  or  the  accountant,  or 
many  times  sub  S's  are  so  easy  to  create  you  have  small 
businesspeople  creating  them  themselves.  If  you  make  one  little 
technical  slip-up  in  the  formation,  in  the  initial  election,  there  is 
nothing  you  can  do  to  fix  that  problem. 

Likewise,  if  one  thing  changes  during  the  course  of  that  corpora- 
tion, all  of  a  sudden  you  are  out  in  the  cold  looking  in  and  you  have 
suddenly  incurred  tremendous  tax — potentially  tremendous  tax  li- 
ability, hopefully  tremendous  tax  liability,  if  you  are  a  sub  S  cor- 
poration. Hopefully,  you  have  done  well  and  you  have  got  tax  con- 
sequences. 

I  think  it  is  bad  when  Government  governs  by  ambush,  and  I 
think  that  is  why  some  of  the  technical  provisions  is  the  most  ap- 
pealing case  can  be  made  possible  that  we  need  to  fix  those  tech- 
nical problems.  They  don't  cost  any  revenue.  They  simply  exist. 

Likewise,  some  of  those  provisions  you  can  routinely  apply  for 
and  obtain  a  waiver.  Why  make  people  file  for  something  that  the 
IRS  is  going  to  automatically  grant,  and  then  only  those  people 
who  don't  happen  to  have  somebody,  an  accountant  who  catches 
the  problem  at  the  exact  time  it  happens  and  submit  it?  Why  catch 
the  other  folks  and  hit  them  with  a  fairly  heavy  penalty. 

So,  I  think  that  type  of  situation  exists.  I  think  there  are  a  num- 
ber of  other  things  that  we  want  to  talk  about.  I  have  suggested 
that  the  number  of  shareholders  clearly  needs  to  be  increased. 
There  is  no  magic  to  35.  Thirty-five  is  an  arbitrary  number. 

I  think  in  1982  it  was  thought,  "Well,  gee.  That  is  what  you  have 
in  terms  of  limiting  offering  memorandums  for  the  Security  and 
Exchange  Commission.  That  is  the  maximum  you  can  have  for  spe- 
cial limited  securities  funding." 

There  have  been  so  many  changes  in  the  way  that  SEC  regu- 
lates, and  the  States  regulate,  fund  raising  since  1982.  We  have  got 
Reg  D  offerings  that  are  opened  up.  We  have  got  simplified  forms 
and  procedures.  The  35  is  no  longer  a  magic  number. 

What  is  that  magic  number?  I  don't  know.  I  said  between  40  and 
50.  I  think,  again,  there  is  no  magic  to  35.  I  think  to  argue  that 
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it  has  to  be  50  or  that  it  shouldn't  be  60 — I  don't  know  what  that 
magic  number  is.  I  will  live  with  any  number  I  can. 

But  clearly  it  needs  to  be  raised,  because  historically  we  have 
raised  it,  starting  at  10,  15,  25,  and  then  35.  What  happens  when 
you  hit  35  or  any  number  is  after  awhile  you  have  got  those  num- 
bers capped.  You  have  got  businesses  who  cannot  raise  more  cap- 
ital, especially  when  you  can't  bring  preferred  stock  in.  That  puts 
an  artificial  restriction  on  the  growth  of  the  firm,  and  enough  so 
that  they  can  go  out  and  bring  in  a  few  more  investors,  raise  some 
more  capital,  hire  more  people  and  grow  and  expand. 

That  is  an  artificial  cap  that  is  there  now  and  we  need  to  change 
that.  It  needs  to  be  increased. 

Preferred  stock,  every  time  when  you  are  a  small  businessperson 
you  know  that  there  are  managers  of  the  business  that  are  inves- 
tors in  the  business.  What  happens  is  that  you  reach  a  situation 
where  the  managers  want  to  maintain  more  control  but  they  want 
more  money  in.  So,  preferred  stock  works  very  well  in  C  corpora- 
tions to  have  that  happen. 

There  are  no  tax  implications  if  you  allowed  that  in  S  corps  and 
there  is  probably — we  have  probably  reached  the  situation  where 
there  are  a  number  of  S  corps  that  need  to  be  able  to  go  out  and, 
again,  expand  and  grow  beyond  where  they  are. 

We  have  talked  a  little  bit  about  the  waivers  of  inadvertent  ter- 
minations and  invalid  elections,  but  let  me  mention  this  trust  pro- 
vision that  is  in  there.  There  are  provisions  in  there  that  you  have 
to  act  in  60  days. 

I  have  got  to  tell  you  whenever  there  is  a  lawyer  and  accountant 
together,  even  if  it  was  involving  a  death  of  an  individual,  to  get 
them  to  agree  on  the  funeral,  the  funeral  would  be  in  60  days,  is 
awfully  hard.  But  to  get  them  to  agree  on  complicated  accounting 
practices  and  principles  and  how  to  deal  with  something  is  just  to- 
tally unrealistic. 

The  legislation  proposes  2  years.  I  think  it  is  a  far  more  realistic 
situation.  I  think  that  some  of  these  aspect,  is  when  it  was  origi- 
nally done  everybody  passed  it  but  didn't  think  about  it  practically. 
That  is  one  of  the  problems  we  have  with  legislation  and  certainly 
one  of  the  problems  we  have  when  we  talk  with  tax  policy  people. 
They  simply  aren't  very  practical.  Often  they  haven't  been  there. 

Chairman  BiLBRAY.  I  hate  to  interrupt  you.  But  isn't  it  true,  as 
I  mentioned  to  Mr.  Hoagland  though,  that  after — if  you  miss  the 
60-day  election  that  on  the  anniversary  date  of  each  corporation 
you  can  still  elect  to  go  subchapter  S? 

You  lose  the  previous  year  that  you  did  not  go  subchapter  S,  but 
you  can  for  the  future.  Is  that  not  correct? 

Mr.  Glover.  That  is  correct.  But  the  problem  is  that  during  that 
1  year  you  may  have — or  you  go  back  some  years  and  retroactively 
they  get  you.  Often  this  comes  up  when  you  are  audited  and  some- 
body finds  a  problem  that  happened  3  or  4  years  ago,  so  you  get 
taxed  on  all  those  problems. 

Again,  they  were  problems  which  could  have  been  corrected  had 
anybody  known  about  them  or  you  could  have  gotten  a  waiver  from 
the  IRS  if  you  had  submitted  the  proper  paperwork. 

Chairman  Bilbray.  All  right.  Thank  you. 
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Mr.  Glover.  So,  I  think  clearly  that  it  is  time  to  reform  the  laws. 
I  have  looked  at  just  certain  limited  aspects  of  the  bill.  There  are 
many  other  aspects  of  the  bill  that  I  think  equally  deserve  merit. 
I  have  tried  to  pull  out  those  which  I  could  focus  on.  Those  that 
in  my  own  personal  experience  make  a  good  bit  of  sense.  But  I 
think  the  rest  of  those  proposals  are  clearly  there  and  many  of 
those  likewise  have  merit. 

Thank  you. 

[Mr.  Glover's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  It  is  my  understanding  that  you  have  a  prob- 
lem with  increasing  it  over  the  50.  Because  I  was  trying  to  fmd  out 
why  50,  as  well  as  what  happened  with  35  sometime  in  the  past. 

Why  is  it  now  50?  Why  couldn't  it  be  60  or  70  and  so  forth? 

I  understand  there  is  a  cost  involved.  But  maybe  you  could  ex- 
pand on  that. 

Mr.  Glover.  Well,  what  the  tax  policy  people  tell  us,  and  we  lis- 
ten with  respect  but  not  necessarily  agreement,  they  tell  us  that 
sub  S's  were  designed  originally  to  be  a  small,  simple  operation, 
and  they  were  supposed  to  be — they  also  tell  us  that  there  are  new 
laws  that  allow  you  to — the  new  regulation  rulings — the  old  regula- 
tion ruling  that  prohibits  partnerships  is  gone  awav.  Therefore  you 
could  have  a  partnership  of  two  sub  S's  so  you  could  get  above  the 
35  if  you  have  to. 

I  don't  think  there  is  any  magic  number.  But  I  think  that  the 
number  needs  to  be  raised  because  it  is  causing  undue  hardship  to 
existing  firms.  I  don't  think  50  is  a  magic  number. 

I  will  certainly  tell  you  I  don't  think  35  is  the  magic  number.  I 
think  it  is  the  wrong  number.  But  where  somebody  wants  to  say 
60  and  make  a  good  argument  for  60  I  certainly  wouldn't  argue 
with  that.  It  is  a  better  number  than  35,  I  will  tell  you  that. 

Chairman  Bilbray.  You  heard  my  question  earlier  about  pre- 
ferred stock.  Mr.  Hoagland's  legislation  provides  for  the  creation  of 
preferred  stock.  Is  that  just  one  class  of  preferred  stock? 

Mr.  Glover.  I  think  it  is  plain  vanilla  preferred  stock.  It  is  one 
simple  version. 

Chairman  Bilbray.  All  right.  So,  you  couldn't  have  a  first  pre- 
ferred, second  preferred,  third  preferred  like  I  have  seen  in  many 
corporations? 

Mr.  Glover.  I  think  with  the  intent  of  the  legislation  you  don't 
really  need  that.  I  think  if  you  just  do  preferred  you  will  have 
enough  of  a  safety  valve  to  allow  additional  investors  to  come  in. 

Chairman  Bilbray.  Do  we  need  to  tighten  that  so  it  is  clear  that 
you  have  one  class  of  preferred  stock?  Or  maybe  the  tax  account- 
ants can  answer  that  question,  although  you  are  probably  a  tax  ac- 
countant too,  aren't  you? 

Mr.  Glover.  No.  I  think  that  is  fine.  Right  now  I  don't  know. 
You  certainly  should  ask  them.  But  I  don't  see  a  need  for  that. 

Chairman  Bilbray.  What  is  the — on  the  subchapter  S,  out  of  cu- 
riosity, we  mentioned  escape  from  liability.  Are  the  holders  of  com- 
mon stock  in  a  subchapter  S  corporation,  are  they  limited — they 
are  limited  from  liability  as  well  as  the  officers,  except  in  certain 
instances. 

What  happens  if  the  corporation  goes  bankrupt?  Are  they  liable 
for  the  bankruptcy  debts  of  that  corporation? 
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Mr.  Glover.  Not  unless  they  personally  guaranteed  those  debts, 
they  are  not. 

Chairman  Bilbray.  I  see.  That  includes  IRS  obligations  that  are 
not  withholding  taxes? 

Mr.  Glover.  We  get  into  technical  bankruptcy  rules  there.  I 
think  the  withholding  obligations  are  clearly  whoever  signs  the 
check,  whoever  is  responsible. 

Chairman  Bilbray.  Yes. 

Mr.  Glover.  I  think  the  rest  of  them  would  probably  not  be.  But 
that  is  a— unfortunately,  if  you  have  been  a  lawyer  in  private  prac- 
tice and  you  have  been  a  small  businesspeople  you  deal  with  bank- 
ruptcy more  than  you  need  to. 

Chairman  Bilbray.  I  did  when  I  practiced  law  way  back  when, 
unfortunately. 

Mr.  Portman? 

Mr.  Portman.  Thank  you,  Mr.  Chairman. 

Thanks  for  being  here.  I  enjoyed  your  testimony.  I  happen  to 
agree  with  both  your  specific  and  general  comments  regarding  this 
bill  and  how  we  tend  to  pass  legislation,  sometimes  with  unin- 
tended consequences,  like  the  35  shareholder  rule. 

Also,  glad  you  are  at  SBA  with  your  experience  and  background. 
It  is  a  breath  of  fresh  air  in  the  Government. 

Mr.  Glover.  Thank  you. 

Mr.  Portman.  Keep  it  up.  Maybe  we  will  get  some  of  this  legisla- 
tion passed  so  it  will  make  all  of  our  jobs  easier  in  terms  of  promot- 
ing small  business. 

You  mentioned  a  lot  of  things  that  you  would  like  to  see  in  the 
bill.  You  were  silent  on  others  that  are  in  the  bill,  two  in  particular 
that  I  am  interested  in.  One  is  the  treatment  of  fringe  benefits  and 
the  differential  treatment  between  C  Corps  and  S  corps. 

Do  you  personally  have  any  opinion  on  that? 

Mr.  Glover.  I  kind  of  ignored  that  because,  or  I  excluded  that 
from  my  testimony  because  it  is  such  a  significant  revenue  item 
that  when  we  look  at  that  issue  in  conjunction  with  this  we  get 
into  some  balancing  issues  about  if  we  are  going  to  spend  a  billion 
dollars  here  is  it  better  spent  somewhere  else  for  small  business 
and  some  other  tax  policy  issue,  and  I  am  not  up  to  speed  enough 
to  answer  that  question.  ^ 

I  don't  have  priorities  set  as  to  when  there  is  a  tradeoff.  I  don  t 
think  most  of  this  bill  there  is  any  tradeoff.  But  when  you  get  to 
that  one  which  is,  the  numbers  I  have  seen,  a  billion  dollars  plus, 
that  is  an  awfully  big  number  for  me  to  say  sub  S  small  businesses 
should  have  that  billion  dollars  versus  somebody  else  in  small  busi- 
ness. 

If  we  have  got  a  billion  dollars  I  don't  know  where  to  put  it,  so 
I  didn't  comment.  I  don't  have  an  answer. 

Mr.  Portman.  Would  it  be  possible  for  you  to  share  with  the  sub- 
committee the  analysis  of  the  tax  revenue  laws  to  the  fringe  benefit 
treatment  being  made  equal? 

Mr.  Glover.  Mine  is  public  information.  I  did  not  get  it  from 
within  the  Treasury  Department.  In  fact,  I  got  it  from  some  of  the 
folks  who  are  going  to  be  testifying  in  a  few  minutes. 

Mr.  Portman.  Maybe  we  can  get  into  it  further  with  other  wit- 
nesses. But  you  are  saying  that  because  of  the  subchapter  S  owner- 
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ship  fringe  benefit  rules  being  less  generous  than  C  Corps,  that  a 
change  in  that  would  result  in  roughly  a  billion  dollars  in  revenue 
loss? 

Mr.  Glover.  That  was  the  number  that  I  heard.  But  it  is  clearly 
the  biggest — one  of  the  biggest  revenue  aspects  of  this  one,  and  I 
am  just  not  ready  yet  to  talk  about  that.  I  will  have  to  spend  more 
time  understanding  it. 

Mr.  PoRTMAN.  The  other  issue  you  had  mentioned  you  were  si- 
lent about  in  your  testimony  that  I  think  is  of  interest  to  the  small 
business  community  and  certainly  to  some  witnesses  here  is  the 
notion  of  having  a  wholly  owned  subsidiary  of  a  sub  S,  either  a  sub 
S  wholly  owned  subsidiary  or  a  C  corporation  wholly  owned  sub- 
sidiary, I  wonder  what  the  revenue  impact  is  of  that. 

I  wouldn't  think  there  would  be  a  major  one.  Is  there  a  reason 
you  didn't  address  that  issue? 

Mr.  Glx)VER.  No,  there  is  not,  and  I  think  it  is  one  of  those  issues 
that — I  could  have  picked  any  number  of  issues  that  I  thought 
were  good.  I  think  there  is  nothing  wrong  with  that. 

Right  now  you  can  own  80  percent  of  a  C  corporation.  Why  80 
percent?  It  is  an  arbitrary  number  that  somebody  pulled  out  of  the 
hat  one  day,  and  I  don't  think  there  is  any  magic  to  it,  and  I  don't 
see — they  are  taxed  as  a  C  corporation,  so  there  is  not  any  revenue^ 
implications  that  I  can  think  of.  So,  I  think  it  is  one  of  those  things' 
we  could  do  just  as  easily  by  making  80  percent  a  hundred. 

I  don't  know — if  it  was  49  percent  I  could  say  there  is  a  rationale 
for  that.  I  understand  that.  We  don't  want  them  to  own  the  major- 
ity of  it.  But  80  percent?  I  know  of  no  basis  in  policy  at  all  that 
you  would  put  80  percent.  I  think  somebody  just  one  day  thought, 
"Um,  80  percent." 

Mr.  PoRTMAN.  We  appreciate  your  wholehearted  personal  en- 
dorsement of  that  provision  of  the  bill  as  well. 

I  yield  back,  Mr.  Chairman.  Thank  you. 

Chairman  BiLBRAY.  Thank  you,  Mr.  Glover,  and  tell  Mr,  Bowles 
we  will  look  forward  sometime  to  seeing  him.  We  appreciate  having 
good  businessmen. 

I  am  sorry.  Mrs.  Clayton,  we  didn't  see  you  come  in.  Please?  Did 
you  have  any  questions? 

Mrs.  Clayton.  I  do.  I  probably  may  be  redundant  because  some 
of  this  might  have  been  taken  care  of  in  your  initial  questions.  I 
apologize  ror  that. 

Did  you  speak  to,  perhaps,  the  advantages  or  the  disadvantage 
in  terms  of  the  tax — treating  the  deferred  stock  that  is  considered 
to  be  interest  income  for  shareholders? 

Mr.  Glover.  I  just  mentioned  it  in  passing,  and  I  think  that  it 
is  far  more  important  to  have  preferred  stock  than  to  have  it  nec- 
essarily treated  as  interest. 

If  we  get,  if  there  are  no  revenue  implications,  I  think  fine.  Treat 
it  as  interest  and  let  it  be  deductible.  But  if  there  are  revenue  im- 
plications, we  are  trying  to  get  something  passed,  I  think  it  is  more 
important  to  have  preferred  stock  than  it  is  to  have  that  treated 
as  a  dead  instrument. 

It  is  somewhat  hypocritical  to  say  I  want  to  have  preferred  stock 
but  I  want  to  treat  it  as  a  note.  I  think  we  ought  to  make  up  our 
minds  which  one  we  want  it  to  be.  We  can  do  notes  now.  But  if 
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we  want  to  have  preferred  stock,  then  we  want  to  be  able  to  treat 
it  as  stock. 

So,  a  good  argument  is  made  the  other  way  on  that. 

Mrs.  Clayton.  Could  you  just  comment  on  what  sector  of  the 
economy  you  think  may  be  most  affected  if  we  have  some  reform 
of  the  S  corporation? 

Mr.  Glover.  I  think  it  is  across  the  board.  I  think  that  every  in- 
dustry sector  sub  S  works.  We  have  seen,  in  my  case,  I  have  got 
two  biotech  companies  that  we  founded  and  I  was  CEO  of  that 
were  sub  S  operations.  I  have  got  a  bus  company.  We  have  got 
magnetic  resonance  imaging  machines,  medical  clinics,  lithotripter 
clinics.  There  is  a  real  estate  venture. 

One  of  the  biotech  companies  is  in  manufacturing,  so  I  mean  it 
really  covers  the  whole — and  that  is  my  own  personal  little  small 
portfolio,  but  the  data  that  we  have  on  sub  S  indicates  that  that 
is  across  the  board.  It  is  every  sector  of  the  economy. 

It  is  the  best  way  I  know  to  raise  money  quickly  for  a  new  ven- 
ture, and  you  simply  don't  have  to  think  very  much  about  it.  You 
get  people  together.  You  get  half  a  dozen  people  together  that  want 
to  do  something,  you  go  out  and  find  a  couple  of  people  who  have 
got  some  money  that  want  to  go  into  it,  and  you  can  create  it  in 
a  couple  of  hours.  The  legal  work  is  done  in  a  couple  of  hours.  It 
is  very  inexpensive  to  get  it  up  and  running.  It  is  a  great  way  to 
start  a  business, 

Mrs.  Clayton.  There  is  no  downfall  on  that  advantage  as  we  go 
to  the  reform?  As  we  seek  to  reform  it  in  terms  of  the  limitation 
and  the  scope,  there  is  no  possibility  there  will  be  some  disadvan- 
tages? 

Mr.  Glover.  I  don't  see  any. 

Mrs.  Clayton.  Of  the  uniqueness  of  the  S  corporations? 

Mr.  Glover.  I  don't  see  any  disadvantages  in  anything  in  this 
bill  as  far  as  capital  formation  and  small  business  growth  are  con- 
cerned. I  think  any  one  provision  in  here  will  help  aid  small 
business's  growth. 

Mrs.  Clayton.  Thank  you,  Mr.  Chairman. 

Chairman  Bilbray.  And  thank  you,  Mr.  Glover  again.  Like  I 
said,  say  hello  to  Mr.  Bowles  for  us. 

Mr.  Glover.  Certainly  will.  Thank  you  very  much,  sir. 

Chairman  Bilbray.  The  next  panel  will  be  composed  of  Mr. 
Blair,  Mr.  Copham,  Mr.  Cakebread,  and  Mrs.  Roudebush. 

Mr.  Blair,  would  you  start  first,  and  start  your  testimony?  My 
staff  tells  me  we  have  an  order  and  you  are  first. 

TESTIMONY  OF  ROBERT  A.  BLAIR,  ESQ.,  CHAIRMAN,  THE  S 
CORPORATION  REFORM  PROJECT 

Mr.  Blair.  Indeed.  Thank  you,  Mr.  Chairman,  and  thank  you, 
members  of  the  panel. 

My  name  is  Robert  Blair.  I  am  the  chairman  of  the  S  corporation 
Reform  Project,  and  the  founder  of  that  project.  S  corp,  as  we  call 
it,  is  an  organization  formed  in  Washington  exclusively  to  rep- 
resent the  interests  of  S  corporations  throughout  the  United  States. 

When  we  looked  at  legislation  a  couple  of  years  ago  we  saw  per- 
colating through  various  drafts,  we  learned  that  there  were  lots  of 
companies  out  there  who  had  no  direct  tie  to  Washington  or  inter- 
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est  in  Washingtx)n,  and  so  we  reached  out,  reached  a  few  dozen 
companies,  and  now  in  1994,  through  direct  members  and  through 
affiliate  members  and  affiHated  associations,  we  represent  more 
than  40,000  companies  in  the  United  States.  I  realize  that  is  a 
mere  percentage  of  the  1.6  million  that  was  referenced  earlier. 

I  thought  it  might  be  appropriate,  Mr.  Chairman,  with  your  per- 
mission— I  am  a  lawyer,  which  is  by  definition  in  this  city  a  bad 
name. 

Chairman  Bilbray.  It  is  not  to  me. 

Mr.  Blair,  And  it  is  not  to  you.  Thank  you. 

To  some  that  I  run  into  it  is,  so  I  thought  I  should  protect  myself 
at  the  beginning  with  a  few  personal  remarks,  if  I  might. 

I  am  a  lawyer  but  I  have  also  been  a  businessman.  To  be  totally 
personal,  I  am  the  11th  of  13  children,  actually  growing  up  on  the 
border  of  North  Carolina,  I  think,  where  Mrs.  Clayton  was  from, 
and  I  had  at  the  age  of  eight  my  first  job,  at  the  age  of  13,  three 
jobs. 

I  was  viewed  as  an  entrepreneur  in  those  early  days.  I  did  some 
of  the  simple  things  that  kids  did.  I  delivered  newspapers.  But  I 
also  needed  to  have  a  job  on  Saturday,  and  so  I  went  out  and  deliv- 
ered groceries  for  10  hours.  But  I  needed  to  collect  the  paper  route,, 
so  I  went  out  and  found  two  of  my  buddies,  paid  them  2  bucks  to 
collect  the  route,  made  5  bucks  from  delivering  groceries,  netted  $3, 
which  helped  me  buy  books  and  clothes. 

That  has  been  my  life,  doing  entrepreneurial  things  whether  it 
is  in  college  delivering  papers  yet  again,  collecting  them  in  the 
afternoon  and  recycling  them  by  selling  them  to  recyclers,  or  leav- 
ing an  international  law  firm  some  13  years  ago,  going  out,  signing 
some  big  bank  debt — paused  when  I  signed  that  big  bank  debt.  My 
wife  paused  when  we  signed  the  bank  debt. 

But  13  years  later  we  are  still  trying  to  be  a  small  entrepreneur- 
ial law  firm.  That,  hopefully,  if  I  give  you  about  another  hundred 
examples  of  small  entrepreneurial  examples,  but  also  doing  things, 
as  Mr.  Glover  spoke  to,  of  forming  S  corporations,  being  in  various 
businesses  from  cellular  radio  to  small  commercial  buildings  to 
SMR's  to  900-megahertz  to  2-band  radio. 

In  any  event,  the  reason  I  feel  that  I  have  a  special  tie-in  with 
the  folks  here  on  this  panel  today  is  that  as  I  started  talking  to 
these  S  corporation  people  I  realized  that  they  represented  the  best 
of  America.  They  may  be  1.6  million  strong  but  they  are  so  diverse. 

You  heard  that  they  are  spread  around  the  country.  Indeed  they 
are,  in  every  State,  and  indeed  in  every  sector:  One-third  approxi- 
mately in  the  retail  and  financial  area;  one-third  in  the  service  sec- 
tor; one-third  in  the  manufacturing  sector. 

Now,  why  is  that  so?  Well,  we  have  heard  some  testimony  this 
morning  about  the  form  of  S  corporations,  and  I  think  it  is  because 
at  our  base  America  is  entrepreneurial.  You  talk  to  so  many  people 
and  they  want  to  run  their  own  show.  The  S  corporation  format 
permits  them  to  do  that. 

What  are  they  afraid  of,  however?  They  are  afraid  of  operating 
as  a  general  partnership  when  they  are  in  some  sort  of  heavy  in- 
dustry or  in  some  sort  of  business  where  the  liability  possibilities 
are  too  extensive  and  expansive  to  feel  comfortable  operating. 
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They  are  willing  to  take  risks.  They  are  willing  to  take  every  dol- 
lar they  have  and  put  in  their  business  on  the  chance  that  they 
may  be  able  to  do  something  very  special  with  it. 

They  needed  the  limited  liability  that  came  from  a  corporate 
form,  so  they  used  that.  Today — I  don't  think  anybody  mentioned 
this  earlier,  so  I  will  mention  it.  I  will  try  to  avoid  repeating  things 
that  have  already  been  said. 

But  S  corporations  represent  40  percent  of  all  corporations  in  the 
United  States.  They  pay  11  percent  of  the  corporate  taxes  into  the 
U.S.  Treasury.  I  find  those  to  be  phenomenal  numbers.  I  didn't 
know  it  when  I  started  looking  at  this  issue.  I  think  it  is  absolutely 
phenomenal. 

The  other  thing  that  is  interesting  about  S  corporations,  it  cuts 
across  the  spectrum  of  individuals.  You  have  families.  You  have — 
as  minorities  and  women  have  moved  into  the  business  sector.  The 
S  corporation  format  is  a  format  of  choice  to  startup  new  busi- 
nesses. 

S  corporation  capital  issues,  however,  are  unique.  They  are  nei- 
ther fish  nor  fowl.  They  are  not  partnerships.  They  are  not  C  cor- 
porations. 

The  beauty  of  what  happened  in  the  1950's  as  amended — the  leg- 
islation as  amended  throughout  the  years,  is  that  Congress  did 
something  very  good  for  America.  They  created  this  job-creating  ve- 
hicle that  permits  companies  and  entrepreneurs  to  go  out  and  hire 
and  expand. 

Unfortunately,  the  strong  comprehensive  look  taken  in  the  past 
at  S  corporations,  that  same  comprehensive  look  has  not  been 
taken  currently.  Nineteen  ninety-three  is  a  good  example.  I  think, 
unwittingly,  the  1993  tax  increase  had  a  very  adverse  affect  on  S 
corporations.  Not  intended.  I  have  no  doubt  it  was  not  intended. 

I  am  not  here,  by  the  way,  to  talk  about  tax  relief  today.  We  are 
here  to  talk  about  the  S  corporation  Reform  Act.  But  I  would  be 
remiss  if  I  did  not  point  out  that  what  has  also  happened,  and  this 
comes  from  talking  to  businesses  throughout  the  United  States,  as 
they  sometimes  state  a  negative  thing  or  two  about  Washington,  I 
talk  to  them  and  they  tell  me  about  what  the  tax  increase  did  to 
them. 

Many  S  corporations  self-capitalized.  When  they  self-capitalize 
that  means  that  they  expand  based  on  their  ability  to  make  profits. 
If  you  increase  the  tax  rate  from  31  to  39.6  percent  how  are  those 
taxes  paid?  Taxes  are  paid  by  distributions  out  of  that  S  corpora- 
tion to  the  individual  shareholder  who  writes  the  check  to  the  IRS. 
That  is  simple  enough. 

But  now  the  S  corporation  owner  needs  to  pay  to  buy  that  ma- 
chine or  to  hire  some  employees.  Where  does  he  or  she  get  the 
money?  Capital  crisis — don't  have  the  money.  Where  do  we  get  it? 

We  only  have  the  single  shareholder  possibility — no  preferred 
stock,  can't  have  convertible  debt,  limits  on  numbers  of  sharehold- 
ers, et  cetera.  Therefore  when  you  look  at  that  you  say,  well  what 
about — does  it  really  affect  all  S  corporations  the  same?  No. 

Let's  take  the  example  of  a  woman  who  owns  a  business,  man- 
ages to  get  a  profit  of  250,000  and  yet  know  she's  got  to  buy  a  new 
machine  for  that  business,  needs  to  hire  a  couple  new  people.  She 
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decides  she  has  to  spend  $125,000  of  that  to  keep  going  and  to  con- 
duct her  business. 

What  is  her  tax  on?  The  tax  is  on  the  $250,000.  She  only  took 
home  $125,000.  The  net  effect  of  that  is  a  whopping  64  percent  tax 
on  that  which  she  took  out. 

Let's  contrast  that,  however,  to  the  other  businessperson  who 
made  the  same  $250,000  in  his  Kl  distribution  but  chose  to  take 
it  all  out.  Any  distinction?  No,  no  distinction  in  the  tax.  Paid  the 
same  tax.  But  did  that  person  increase,  expand?  No. 

So,  there  were  unintended  adverse  consequences  from  the  tax 
bill.  Again,  I  am  not  here  to  argue  tax  relief.  I  am  trying  to  set  the 
stage  for  what  NAM  found  out  when  it  did  a  survey  recently. 

NAM  surveyed  S  corporations  and  found  out  that  approximately 
51  percent  of  the  S  corporations  who  responded  had  decreased  their 
investment  in  their  companies.  Approximately  30  percent  started 
cutting  jobs.  The  engine  which  has  been  the  job  creation  force  in 
the  United  States  is  now  having  to  do  what  the  big  companies  have 
been  doing,  the  big  C  corporations,  the  companies  you  read  about, 
the  companies  that  are  publicly  listed  on  the  New  York  Stock  Ex- 
change. 

What  have  they  been  having  to  do,  unfortunately?  Unfortunately, 
they  have  been  laying  off  employees.  Why?  So  they  can  compete, 
presumably,  in  the  international  marketplace  which  we  are  all  a 
part  of. 

S  corporations  are  involved  in  this  international  marketplace  too. 
That  is  the  beauty  of  the  success  of  what  was  passed  in  the  1950's. 
What  maybe  started  out  as  little  tiny  companies  operating  in  a 
very  small  sector,  only  influencing  the  immediate  local  economy — 
I  go  back  to  my  little  town  of  Suffolk,  Virginia,  where  I  grew  up, 
and  I  find  a  company  down  there  that  started  out  small,  and  I  find 
out  they  are  shipping  machinery  to  Africa,  to  South  America,  and 
it  is  phenomenal  that  they  are  able  to  do  this  through  their  small 
operation. 

What  does  all  this  mean  in  the  current  environment?  Well,  Mr. 
Portman,  Mr.  Hoagland,  Mr.  Glover  spoke  of  the  number  of  restric- 
tions that  currently  exist  on  the  way  S  corporations  can  operate, 
and  I  do  not  intend  to  be  redundant  and  I  do  not  intend  to  bore 
you  with  a  recitation  of  that  which  has  been  said. 

I  will  say  that  I  find  the  facts  of  what  is  happening  to  be  a  bit 
frightening,  because  we  don't  need  to  put  more  burdens  on  S  cor- 
porations. We  need  to  do  something  to  increase  their  ability  to  com- 
pete. 

One  of  the  issues  that  was  mentioned  earlier,  by  the  way,  I  will 
just  advert  to,  and  I  know  we  have  someone  from  Arthur  Aiidersen 
who  can  speak  with  some  specificity  to  this,  but  the  preferred 
stock,  you  can  have  several  different  kinds  of  preferred  stock  as 
long  as  you  abide  by  the  rules  that  apply  to  them. 

I  am  not  a  technical  tax  lawyer,  but  what  you  can  have  is  one 
set  of — an  issue  of  preferred  stock  that,  say,  is  at  6V2  percent  divi- 
dend, another  issuance  at  8  percent,  depending  on  what  the  eco- 
nomic climate  is  at  the  time  you  issue  the  stock.  Can't  be  voting, 
can't  be  convertible,  and  so  forth. 
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One  other  issue  on  specifics  of  H.R.  4056  that  I  would  hke  to 
touch  on  is  the  fact  that  it  permits  a  C  corporation  subsidiary  but 
does  not  permit  an  S  corporation  subsidiary. 

I  think  given  the  nature  of  what  S  corporations  are  doing  today, 
that  is,  competing  in  the  international  marketplace,  and  they  are 
doing  a  lot  of  that  through — I  was  talking  to  an  S  corporation 
owner  yesterday  and  he  was — ^his  business  was  in  one  area  and 
now  he  has  creatively — and  where  he  came  up  with  the  idea  I  have 
no  idea,  but  he  has  got  this  new  idea  that  could  cause  the  creation 
of  hundreds  of  jobs,  but  he  doesn't  want  to  do  it  in  the  vehicle  that 
he  currently  has.  So,  he  is  going  to  have  to  set  up  a  whole  new 
company,  a  whole  new  set  of  tax  problems  in  order  to  do  that. 

He  has  got  another  idea  that  he  talked  to  me  about  that  he  has 
to  set  up  a  totally  new  vehicle  as  well,  which  doesn't  seem  to  make 
sense. 

Let  me  just  say  that  you  will  hear  from  these  panelists  here 
today  on  specific  items  that  affect  them  as  business  people.  You 
will  hear  from  the  technical  experts  who  will  tell  vou  the  very  im- 
portant details  of  H.R.  4056.  Let  me  state,  if  I  might,  imequivocally 
that  the  S  corporation  Reform  Project  on  behalf  of  the  more  than 
40,000  companies  that  are  associated  with  us  wholeheartedly  sup- 
port H.R.  4056.  We  would  love  to  see  this  legislation  passed  as  is. 

I  know  I  am  running  a  little  long,  so  I  will  try  to  abbreviate  my 
remarks  at  this  point.  The  legislation  is  probusiness,  it  is 
proworker,  it  is  procommunity,  progrowth.  It  is  bipartisan.  In  the 
Senate  I  think  it  is  exactly  an  equal  number  of  Republicans  and 
Democrats  supporting  this  legislation.  We  have  a  majority  of  the 
Finance  Committee,  greater  than  a  third  of  the  Senate  supporting 
this  with  David  Pryor  and  Jack  Danforth  delighted  and  ecstatic 
and  pushing  this  legislation  on. 

The  House  legislation,  which  was  introduced  later,  has  already, 
in  the  midst  of  the  health  care  debate,  now  with  welfare  reform  to 
hit  the  debate,  has  now  approximately  half  of  the  Ways  and  Means 
Committee,  and  I  believe  approximately  half  of  this  subcommittee 
cosponsoring. 

We,  importantly,  have  Chairman  Gibbons  on  the  bill,  and  we 
hope  that  health  care  and  these  other  issues  will  not  keep  him 
from  focusing  on  this.  What  could  be  viewed  as  a  fairly  boring,  eso- 
teric, vanilla  kind  of  issue. 

I  would  like  to  say  that  it  is  not  vanilla.  It  is  not  something  that 
is  boring.  It  is  critical  to  the  S  corporations  of  America  who  think 
that  we  will  do  nothing  in  Washington. 

Let's  surprise  them.  Give  them  the  wherewithal  to  expand  their 
business,  to  do  business,  and  to  help  the  United  States  continue  to 
be  the  strength  in  the  economic  community. 

Thank  you,  Mr.  Chairman. 

Chairman  Bilbray.  Thank  you,  Mr.  Blair. 

I  guarantee  this  subcommittee  doesn't  think  it  is  boring.  We 
think  it  is  something  well  needed  and  something  we  would  like  to 
get  on  and  get  past  health  care  and  welfare  reform  and  everything 
else. 

[Mr.  Blair's  statement  may  be  found  in  the  appendix.] 

Chairman  BiLBRAY.  Is  it  Copeland? 

Mr.  COPHAM.  Copham. 
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Chairman  Bilbray.  Copham. 

TESTIMONY  OF  DAVID  COPHAM,  CHAIRMAN  AND  CEO, 
LIBERTY  CHECK  PRINTERS 

Mr.  Copham.  Good  morning.  My  name  is  David  Copham.  I  am 
the  founder  and  the  chief  executive  officer  of  Liberty  Check  Print- 
ers. Our  headquarters  are  in  Mounds  View,  Minnesota. 

I  am  sincerely  grateful  for  the  opportunity  and  the  chairman's  in- 
vitation to  testify  here  today  and  on  an  issue  that  I  believe  is  criti- 
cal to  not  only  my  business  but,  as  has  been  stated,  there  are  1.6 
million  other  S  corporations.  I  will  try  and  be  brief. 

I  was  asked  to  address  the  current  prospects  for  American  busi- 
nesses to  access  capital  and  maybe  suggest  at  least  what  is  impor- 
tant to  me  and  a  way  to  improve  that  situation. 

First,  I  would  like  to  thank  the  gentleman  and  this  subcommittee 
for  your  efforts  to  create  an  environment  in  which  American  entre- 
preneurs like  myself  have  had  the  opportunity  to  build  and  grow 
businesses  strong  on  behalf  of  our  owners  and  our  employees.  I 
would  like  to  thank  the  House  cosponsors  of  H.R.  4056,  the  S  Cor- 
poration Reform  Act,  a  measure  that  would  improve  our  situation. 

By  way  of  background.  Liberty  Check  Printers  manufactures  and 
distributes  checks  provided  by  more  than  2,700  credit  unions,  who 
send  them  to  their  members  nationwide.  Unfortunately,  not  Wright 
Patman  yet,  but  we  will  be  working  toward  that. 

This  year  liberty  will  earn  almost  $4  million  on  sales  of  approxi- 
mately $35  million.  Big  numbers  somewhat.  Small  numbers  in  our 
industry. 

We  are  organized  as  an  S  corporation  because  I  am  the  compa- 
ny's principal  owner  and  manager.  Each  year  for  the  last  5,  we 
have  achieved  an  annual  growth  rate  of  about  45  percent  in  sales 
and  about  55  percent  in  income.  We  have  about  290  employees  now 
in  facilities  in  five  States,  and  have  just  completed  a  major  acquisi- 
tion. We  will  put  a  new  plant  in  Harrisburg,  Pennsylvania,  and  are 
really  considering  some  other  additional  acquisitions  and  additions 
in  the  next  few  years. 

So,  if  we  have  done  so  well,  why  am  I  concerned  about  capital 
access  and  formation?  The  answer,  I  believe,  is  that  the  current 
limitations  threaten  the  future  of  many  S  corporations,  and  these 
limitations  are  really  terribly  unfair  and  anticompetitive.  I  would 
submit  that  in  large  part  that  can  be  overcome  by  legislative  solu- 
tions now  before  the  Congress. 

Other  people  will  touch  on  some  of  the  issues  restricting  funds 
outside  the  company.  My  main  concern  and  my  primary  interest 
and  the  focus  of  my  testimony  really  would  be  the  restriction  on 
funds  inside  our  company.  A  corporation's  own  employees. 

The  tremendous  growth  that  we  have  experienced  is  really  and 
largely  due  to  the  dedication  and  hard  work  of  our  employees.  But 
current  law  forbids  me  from  giving  these  employees  and  workers 
a  share  of  the  company's  gains.  I  really  want  to  ensure  that  they, 
the  people  who  own  my  company  have  the  dedication  and  they  can 
participate  in  the  success  as  I  have  been  able  to  do. 

The  Employees  Stock  Ownership  Program,  or  ESOP,  which  you 
may  be  familiar  with,  is  an  ideal  way  to  keep  that  commitment 
within  the  company  and  to  give  your  employees  the  opportunity  to 
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reap  the  benefit  of  their  work  and  provide  a  source  of  capital  for 
our  business  to  help  sustain  the  track  record  that  we  have  worked 
so  hard  to  establish. 

As  you  may  know,  the  current  law  prohibits  S  corporations  from 
establishing  ESOP's  specifically  because  of  two  prohibitions:  One, 
that  S  corporations  may  not  have  more  than  35  shareholders;  and 
two,  that  S  corporation  stock  may  not  be  owned  by  a  trust  if  the 
benefits  of  the  trust  accrue  to  multiple  persons.  The  combined  ef- 
fect of  those  two  rules  prohibit  S  corporations  from  creating 
ESOP's. 

Consequently,  our  workers  and  the  workers  of  other  S  corpora- 
tions are  deprived  of  the  tremendous  opportunity  to  participate  in 
the  company's  success  and  really  insure  their  futures. 

S  corporations  like  mine  are  denied  the  opportunity  to  access  a 
real  important  source  of  reliable  capital.  At  liberty  my  goal  would 
be  to  allocate  some  of  the  funds  earned  by  our  employees'  profit 
sharing  and  401(k)  plans  to  own  liberty  stock. 

There  is  a  tremendous  amount  of  support  for  this  among  the  em- 
ployees at  liberty.  In  fact,  many  have  written  Representatives  giv- 
ing support  for  this  legislation.  Two  of  our  employees  are  here 
today. 

Enhanced  capital  access  for  S  corporations,  if  I  may  digress  a  lit- 
tle bit,  is  an  even  more  pressing  concern  when  you  consider  that 
the  recent  changes  in  the  tax  rates  penalize  us  from  reinvesting 
our  earnings  back  in  the  businesses. 

S  corporation  shareholders  pay  taxes  on  the  profits  of  the  busi- 
ness regardless  of  whether  their  company  distributes  or  retains  its 
earnings.  Like  all  the  rest  of  the  employees,  we  owners  of  S  cor- 
porations, as  you  know,  pay  the  taxes  on  our  take-home  wages  and 
distributions.  The  difference  is  that  we  also  pay  taxes  on  our  pro 
rata  share.  In  my  case,  all  the  share  of  whatever  funds  the  com- 
pany reinvest  in  the  business  toward  future  growth. 

Top  level  tax  rates  increased  33  to  39.6  percent,  like  Mr.  Blair 
said,  which  means  that — I  think  it  is  about  16  percent  greater  than 
previously,  but  as  a  result  our  taxes  rose.  But  our  taxes  rose  even 
more  because  of  the  increase,  hers  went  up  about  26  percent,  be- 
cause we  paid  taxes  on  the  significant  earnings  we  reinvested. 

In  conclusion,  the  legislation  introduced  by  Congressman 
Hoagland  and  Kopetski  and  cosponsored  by  several  members  of 
this  subcommittee,  including  Chairman  Bilbray  and  Congressman 
Portman,  would  address  all  the  issues  being  raised  today.  It  would 
open  up  alternative  sources  of  private  capital  that  are  critical  to 
the  competitive  ability  of  our  S  corporations,  to  ensure  that  in  the 
face  of  increased  demands  on  S  corporation's  existing  capital  base, 
funds  are  available  to  enable  continued  growth. 

It  would  allow  liberty  to  create  an  S  corporation — or  to  create  an 
ESOP  and  that  would  provide  a  major  opportunity  for  employees 
to  benefit  from  their  own  hard  work. 

These  reforms  can  make  a  world  of  difference  to  S  corporations' 
long-term  ability  to  become  competitive,  to  grow,  and  continue  to 
fuel  the  American  economy. 

Thank  you,  Chairman  Bilbray,  for  the  opportunity  to  take  an  ac- 
tive role  in  examining  the  most  important  legislative  initiative,  and 
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I  urge  this  subcommittee  to  continue  its  work  to  ensure  competitive 
capital  access. 

Thank  you  for  the  opportunity  to  testify,  and  I  would  be  pleased 
to  answer  any  questions  you  may  have. 

[Mr.  Copham's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Thank  you  very  much.  We  will  ask  the  ques- 
tions of  the  whole  panel  at  the  end. 

Chairman  Bilbray.  Mr.  Cakebread? 

TESTIMONY  OF  JACK  CAKEBREAD,  CAKEBREAD  CELLARS 

Mr.  Cakebread.  Mr.  Chairman,  members  of  the  subcommittee, 
my  name  is  Jack  Cakebread.  I  am  the  founder,  CEO  and  owner  of 
Cakebread  Cellars  located  in  Napa  Valley  in  the  Rutherford  Re- 
gion, California.  I  appear  before  you  today  on  behalf  of  Cakebread 
Cellars  and  on  behalf  of  the  American  Vintners  Association,  the  na- 
tional trade  association  of  vintners,  to  tell  you  of  our  strong  sup- 
port for  this  bill. 

At  the  present  time  there  are  over  1,500  American  wineries  lo- 
cated in  44  different  States  with  combined  sales  revenue  that  ex- 
ceed $10  billion.  The  overwhelming  majority  of  these  wineries  are 
family  owned.  Small  business  farm  wineries  of  particular  interest 
to  this  subcommittee  is  the  fact  that  in  many  of  these  States  these' 
family  owned  operations  are  grouped  in  viticultural  regions  that 
develop  in  the  major  sources  of  local  economic  development  and 
tourism. 

For  instance,  Napa  Valley,  where  Cakebread  Cellars  is  located, 
is  one  of  the  larger  tourist  attractions  in  California,  accounting  for 
$7  million  of  Napa  County's  revenues.  We  are  a  very  small  county. 
That  doesn't  sound  like  many  dollars  in  Washington,  but  at  home 
that  is  a  lot  of  money. 

Napa  Valley's  wine  and  tourism  industries  account  for  10,000 
jobs  in  Napa  Valley,  28  percent  of  the  employment.  The  best  fig- 
ures I  could  come  up  with  are  these  from  1986,  so  it  has  increased 
since  then.  Yet  Napa  Valley,  the  most  famous  wine  growing  region 
in  the  United  States  accounts  for  less  than  5  percent  of  the  grapes 
grown  in  California,  probably  less  than  1  percent  in  the  whole 
United  States.  They  develop  such  regions  in  California,  other  re- 
gions in  California,  in  such  States  as  Virginia,  Ohio,  North  Caro- 
lina, Oregon,  Washington,  and  Texas.  They  have  similar  successes 
in  developing  and  attracting  strong  regional  tourist  interests. 

But  I  come  here  today  not  solely  as  a  winery  owner,  but  as  a 
small  business  manager  who  runs  a  family  owned  business.  My 
wife  and  I  began  Cakebread  Cellars  in  1973.  Now,  21  years  later 
two  of  my  three  sons  and  two  of  my  three  daughters-in-law  are  ac- 
tively joined  in  the  business.  During  that  time  the  business  has 
grown  to  $10  million  in  revenues,  employing  some  25  full-time  peo- 
ple. 

Yet,  as  most  would  consider  Cakebread  Cellars  to  be  a  success 
story,  today  my  family  and  I  face  one  of  the  greatest  challenges 
ever  in  working  to  maintain  this  business.  I  must  also  say  to  start 
Cakebread  Cellars  in  1994  as  we  did  in  1973  would  be  very,  very 
difficult.  Growing  from  a  start  of  157  cases  and  revenues  of  $15,000 
annually  to  today's  $10  million  could  not  happen. 
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Our  immediate  challenge  is  financing  our  ongoing  business 
needs.  As  a  sub  S  corporation,  we  have  all  the  benefits  of  maintain- 
ing family  control  but  at  a  serious  price.  As  a  result  of  the  1993 
tax  changes,  sub  S  corps  must  pay  higher  taxes,  as  we  have  heard. 
In  the  past  these  dollars  would  have  been  reinvested  in  the  family 
business.  We  are  now  taxed  on  our  reinvested  dollars,  thus  discour- 
aging investment  and  expansion  and  improving  the  quality  through 
new  technology. 

Global  competition  demands  we  continue  to  research  and  stay 
competitive  with  the  wine  growing  regions  of  the  world.  Due  to  our 
status  as  an  S  corp,  loans  we  receive  from  the  farm  credit  system 
usually  must  be  guaranteed  individually  by  our  family  members. 
All  the  assets  in  the  wine  business  are  then  encumbered  when  fi- 
nancing the  vineyard  business. 

This  is  a  particular  problem  today  as  we  in  California  are  fight- 
ing the  destruction  of  our  vineyards  by  a  small  aphidlike  insect 
known  as  phylloxera.  The  phylloxera  infestation  in  Cakebread  vine- 
yards has  forced  us  to  replant  our  entire  vineyard.  All  of  this  re- 
planting must  be  financed,  yet  the  banks  only  finance  wineries  on 
a  cash  flow  basis.  Thus  just  when  we  need  the  financing  the  most 
to  replant  our  cash  flow  is  weakest  due  to  the  grape  production 
from  young,  immature  vines. 

Consequently,  I  must  use  my  personal  assets  for  replanting,  fur- 
ther limiting  the  winery's  ability  to  gain  financing  to  further  its 
growth.  Replanting  costs  vary  from  $25,000  an  acre  to  $70,000  an 
acre,  depending  on  the  spacing,  trellis,  frost  production  drip. 

Unfortunately,  our  status  as  an  S  corp  severely  limits  our  ability 
to  raise  equity  capital,  as  the  law  prevents  us  from  having  a  sepa- 
rate class  of  shareholders;  i.e.,  preferred  stock.  We  cannot  issue 
preferred  stock  convertible  debt  to  convertible  preferred  debt. 

Venture  capital  is  not  an  option  for  a  family  owned  business  as 
venture  capitalists  prefer  to  have  securities  that  are  convertible 
and  generally  want  to  control  the  company.  Consequently,  we  must 
rely  on  our  own  resources  to  finance  the  business,  often  limiting 
the  growth  and  productivity.  Passage  of  H.R.  4056  will  ease  this 
burden  by  freeing  up  new  sources  or  capital  opportunities. 

I  am  pleased  to  say  that  the  Cakebread  family  is  continually 
meeting  these  difficult  challenges  while  growing  the  business.  But 
to  what  end?  As  neither  my  wife  nor  I  are  immortal,  the  death  tax 
collector  will  one  day  knock  on  my  family's  door.  This  will  leave  my 
children  and  my  grandchildren  only  one  choice — sell  the  business. 

Excuse  me.  It  is  truly  incredible  to  think  that  Congress  takes 
this  Nation's  most  valuable  asset,  the  family  unit,  encourage  us  to 
build  a  business  and  upon  the  death  of  the  first  generation  forces 
them  to  sell  it. 

Our  family  has  had  an  inordinate  amount  of  time  spent  in  trying 
to  plan  for  succession  of  the  family  business  in  a  manner  to  allow 
my  children  and  my  grandchildren  to  have  a  serious — to  keep  it. 
We  have  given  serious  consideration  to  abandoning  our  S  corp  sta- 
tus and  benefits  in  favor  of  a  corporate  structure  that  provides 
more  flexibility  for  estate  planning.  The  double  taxation  along  with 
the  LIFO  rules,  especially  in  the  wine  business,  virtually  eliminate 
that  option. 
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A  similar  challenge  has  been  faced  by  another  AVA  member  with 
a  much  more  notable  and  historic  past.  The  Biltmore  estate  wineiy 
in  Asheville,  North  Carolina,  is  a  part  of  a  National  Historic  Land- 
mark, originally  built  by  the  Vanderbilt  family,  1890.  This  historic 
landmark  has  been  open  to  the  public  since  1932. 

Even  though  it  continues  to  be  privately  held  by  the  great-great- 
grandchildren of  the  Commodore  as  an  S  corp,  the  heirs  to  the  Bilt- 
more estate  face  the  same  challenge  the  Cakebread  family  has.  The 
possibility  of  closing  or  selling  a  National  Historic  Landmark  in 
order  to  pay  estate  taxes.  That  the  1993  law  changes  would  force 
such  an  outcome  is  contrary  to  the  vision  of  our  forefathers. 

My  accountants  and  mv  lawyers  and  my  estate  tax  planners  give 
me  one  word  of  advice — don't  die. 

Congress  needs  to  simplify  the  rules  to  allow  owners  more  flexi- 
bility in  the  vehicles  they  can  use  in  planning  their  S  corporation 
succession  as  well  as  greater  access  to  revenues. 

In  closing,  on  behalf  of  myself,  my  family,  the  S  corporation 
members  of  the  American  Vintners  Association  and  all  S  corpora- 
tions throughout  the  United  States,  I  want  to  thank  the  sub- 
committee for  the  opportunity  to  help  the  Congress  help  us  to  im- 
prove the  competitiveness  and  longevity  of  the  American  family 
business. 

Thank  you. 

Chairman  BiLBRAY.  Thank  you,  Mr.  Cakebread. 

[Mr.  Cakebread's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Mrs.  Roudebush? 

TESTIMONY  OF  PETTY  ROUDEBUSH,  SECRETARY  AND  TREAS- 
URER,  HARRISON  READY  MIX  CONCRETE  SUPPLY  CO.,  INC. 

Mrs.  Roudebush.  Yes,  Mr.  Chairman.  Thank  you.  Congressman 
Portman,  thank  you  for  letting  me  come  here  today.  I  know  you 
have  my  statement  on  record  and  I  would  just  like  to,  for  time  pur- 
poses, comment  on  some  of  the  issues  that  are  pertinent  to  my 
business  and  give  you  a  little  background  on  where  I  am  coming 
from. 

Chairman  Bilbray.  If  there  is  no  objection,  all  your  testimony 
will  be  put  in  in  its  entirety.  Thank  you. 

Mrs.  Roudebush.  Through  my  family  and  independently,  we  are 
owners  and  managers  of  four  corporations,  three  S  corps  and  one 
C  Corp.  Approximately  two  generations  ago  my  husband  began — 
he  and  his  two  sisters  began  a  company  that  in  the  mid-80's  they 
chose  to  convert  to  an  S  corp. 

As  stated  prior,  what  did  this  give  us?  This  gave  us  a  tremen- 
dous advantage  to  expand,  and  since  the  mid-80's  we  have  ex- 
panded first  and  foremost  by  obtaining  the  40 — the  company  that 
his  father  founded  40  years  ago  that  we  are  currently  owning  and 
operating,  and  in  addition  to  that  creating  two  new  companies.  The 
original  company  that  he  founded,  when  we  talk  about  spreading 
across  the  board  into  different  industries,  my  husband  developed  a 
mobile  home  park  rental  company.  We  then  assumed  ownership  of 
a  ready  mix  concrete  company  which  provides  contractors  and 
builders  and  is  considered  a  manufacturing  company,  in  addition  to 
a  trucking  company.  We  then  opened  another  company  that  is  in 
specialty  precast  concrete  products  that  provides  specialty  products 
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for  the  banking  and  telecommunication  industry,  and  most  re- 
cently, a  year  ago  myself  and  another  individual  began  a  specialty 
apparel  design  and  distribution  company.  So,  we  are  very  grateful 
for  the  opportunity  that  that  original  S  corporation  gave  us  in 
terms  of  providing  us  the  capital  to  pursue  other  interests. 

When  we  get  specific  in  terms  of  what  do  we  see  as  what  is  hin- 
dering us,  as  I  noted,  we  have  separate  entities.  Even  though  we 
are  a  family  unit  working  together,  each  and  every  entity  that  we 
have  developed  is  its  own  separate  entity,  and  we  are  forced  to  deal 
with  it  on  that  basis. 

I  am  sure  if  you  talk  to  any  other  small  business  owner  they  will 
tell  you  we  are  always  looking  for  the  bottom  line.  Among  the  four 
companies  that  I  own  we  have  total  revenues,  sales  revenues  in  the 
area  of  close  to  $7  million.  But  on  a  day-to-day  basis  we  are  not 
looking  at  just  the  $7  million  in  sales,  but  every  small  business 
owner,  every  family  business  owner  is  looking  at  the  dollars  and 
cents  because  that  is  what  we  are  looking  for  at  this  point  in  time. 

We  would  like  to  be  able  to  consolidate.  I  would  like  to  avoid  the 
multiplicity  of  trying  to  develop  the  financial  statements,  the  ac- 
counting, the  fiscal  year-ends,  bring  these  things  together,  and  I 
think  this  bill  would  help  ensure  that  we  would  be  able  to  simplify 
our  operation  because  we  are  always  looking  at  the  management 
of  the  corporations,  the  simplification  of  the  cash  flow  between  the 
entities. 

In  addition,  Mr.  Chairman,  before  when  you  were  asking  about 
liabilities,  as  the  owner  of  and  having  investment  in  more  than  one 
S  corporation,  I  might  state  that  I  can  never  remember  a  time 
when  I  had  to  go  to  my  financial  institution  that  it  was  assumed 
because  we  were  an  S  corporation  that  no  further  discussion  will 
be  had  unless  I  would  personally,  my  husband  and  I  would  person- 
ally guarantee  any  kind  of  financing  that  we  were  requesting  be- 
cause of  the  structure  of  the  S  corporation.  So,  in  terms  of  avoiding 
liability,  I  don't  really  think  that  that  is  an  issue. 

We  know  that.  We  face  it.  In  order  to  continue  and  grow  that  is 
something  that  we  need  to  deal  with. 

But,  in  addition  to  that  in  terms  of  dealing  with  the  financing 
by  allowing  us  to  consolidate  and  creating  subdivisions,  it  also 
would  help  us  in  presenting  that  financial  need  to  those  lenders. 
Instead  of  creating  the  multiplex  statements,  we  could  give  them 
a  total  picture,  because  that  is  what  they  are  looking  for,  also,  is 
the  total  picture.  Even  though  they  are  separate  entities,  when 
there  is  common  ownership,  I  am  sure  that  my  fellow  panelists  will 
concur  with  me  in  terms  of  the  lenders  looking  at  the  fiill  picture 
and  being  able  to  consolidate  these  operations  and  the  way  they  re- 
late to  each  other  would  help  us  tremendously. 

The  last  area  that  I  would  really  like  to  comment  specifically  on 
in  terms  of  creation  of  capital,  and  we  have  briefly  touched  base, 
Mr.  Chairman,  on  the  fringe  benefit  issue.  Right  now  we  have  five 
owners,  three  of  which  are  employees.  When  we  talk  about  the  lack 
of  deductibility  versus  the  C  corporation  when  we  convert  it,  it  may 
sound  like  a  small  number  to  you  in  terms  of  $4,000  a  year  in  a 
benefit  program,  but  when  in  this  day  and  age  of  being  very  aware 
of  retention  of  good  employees,  encouraging  retention  of  good  em- 
ployees, and  in  the  competitive  field  the  one  thing  that  we  want  to 
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be  able  tx)  be  assured  of  is  that  we  are  offering  competitive  benefit 
packages. 

Yes,  we  would  like  to  be  able  to  improve  those  packages,  and  as 
we  know,  we  are  not  in  a  position  to  offer  ourselves  any  greater, 
even  if  we  are  going  to  be  paying  the  taxes  on  this  program  we 
would  like  to  offer  a  better  package  to  the  employees.  But  in  addi- 
tion, if  we  offer  that  package  we  are  paying  more  money,  that  is, 
creating  a  greater  liability  for  me  personally. 

Also,  wiUi  the  company  that  I  started  a  year  ago  there  are  em- 
ployees, for  example,  that  I  would  like  to  offer  a  share  of  the  com- 
pany in.  It  is  a  new  company.  It  is  a  beginning  company.  We  are 
just  going  into  our  second  fiscal  year.  As  you  know,  it  is  3  to  4, 
sometimes  5  years,  before  financially  you  are  what  you  consider 
yourself  to  be  somewhat  financially  successful  and  stable.  By  offer- 
ing a  share  of  the  company  to  these  two  or  three  employees  that 
would  create  an  additional  income  loss  of  deductibility  of  up  to 
$15,000  to  $20,000  for  me  in  that  annual  budget.  That  may  seem 
like  a  small  number  to  some  individuals,  but  to  us  it  is  a  signifi- 
cant number  within  the  budget.  So,  those  are  things  that  really 
have  hindered  us. 

I  think  at  this  point  what  I  would  like  to  say  is,  I  could  go 
through  and  repeat  what  my  fellow  panelists  had  indicated.  But  I' 
also  urge,  and  thank  you  for  the  support  of  H.R.  4056.  As  a  small 
business  owner  we  are  hoping  for  these  revisions  that  will  assist 
us  in  growing.  We  have  felt  fortunate  in  where  we  are  today. 

Excuse  me,  but  I  just  remembered  as  I  am  going  through,  when 
we  talk  about  and  following  what  Mr.  Cakebread  said  in  terms  of 
our  tax  liabilities,  I  find  it  interesting.  As  I  say,  we  converted  to 
an  S  corporation  to  help  create  an  advantage  to  us,  and  we  feel 
that  the  additional  situations  that  we  have  given  us  that  oppor- 
tunity to  grow  and  expand. 

But  as  Mr.  Cakebread,  although  I  don't  have  children  that  are 
active  in  my  business,  because  they  are  still  minors,  but  we  are 
hoping  that  our  two  daughters  will  join  us  in  the  future,  we  are 
not  in  the  same  position  he  is  but  we  have  had  to  confront  that 
morbidity  also.  In  order  to  assure  that  in  the  event — as  my  attor- 
ney, my  consultant  said  to  me,  "I  hope  you  and  your  husband  are 
not  flying  together,"  because  we  finally  were  confronted  with  the 
standpoint  that  we  are  now  paying. 

Yes,  there  is  a  way  possibly  that  you  can  guarantee  that  your 
children  will  not  sell  the  business,  but  you  are  going  to  be  paying 
someone  else,  someone's  salary  in  insurance  premiums  to  guaran- 
tee that  there  is  money  that  the  children  can  maintain  that  busi- 
ness when  you  are  gone  so  that  what  you  have  worked  for  for  the 
last  40  years,  the  last  20  years  will  still  be  made  available  to  them. 

So  I  urge  you  to  consider  these  and  support  these,  and  I  thank 
you  very  much. 

[Mrs.  Roudebush's  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Thank  you.  We  will  be  very  quick  because 
we  have  a  roll  call  vote,  and  we  will  be  coming  back. 

I  have  several  questions,  but  one  of  the  questions  I  have  is  that 
you  heard  the  testimony  that  came  from  Mr.  Hoagland  that  CBO, 
of  course,  is  scoring  a  very  high  cost  to  create  this  program. 
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On  the  other  hand,  do  you  all  agree  that  there  will  be  some  great 
economic  increases  for  the  U.S.  Government  to  the  fact  of  the  ex- 
pansion of  these  businesses? 

Maybe  Mr.  Blair,  do  you  agree  on  that? 

Mr.  Blair.  I  agree  on  that.  I  don't  have  any — if  you  are  asking 
for  projections  of  what  the  increase  would  be,  I  do  not  have  them. 
I  have  one  comment  on  the  general  revenue  loss  issue,  and  I  don't 
have  a  specific  number,  but  I  do  know  that  Mr.  Hoagland  spoke 
about  health  care  reform.  If  they  do,  in  fact,  have  health  care  re- 
form this  year,  and  in  virtually  all  the  bills  they  permit  deductibil- 
ity of  the  fringe  benefits  to  corporations,  including  S  corporations, 
that  issue  will  go  away  in  substantial  part,  as  it  relates  to  this  leg- 
islation. 

I  understood  that  it  was  about — my  estimate  that  is  there,  it  was 
about  60  percent,  was  attributable  to  the  fringe  benefit  issue.  So, 
hopefiilly,  that  will  eradicate  a  large  number. 

Another  provision  I  will  just  quickly  mention  and  I  will  conclude 
is  that  they  had  concluded  on  the  foreign  shareholder  issue  that  it 
would  be  approximately  10  percent  of  the  overall  lost  would  be  at- 
tributable there.  I  am  told  by  tax  experts  and  others  that  is  just 
flat  wrong,  and  there  will  be  lots  of  arm  wrestling.  In  fact,  there 
may  be  a  revenue  raiser  on  that. 

Last,  there  was  about  30  percent  that  was  arguably  attributable 
to  C  Corps  changing  to  the  S  corp  status,  which  is  I  think  specula- 
tive and  needs  to  be  addressed  with  some  more  precision. 

Chairman  Bilbray.  Any  other  comment? 

Mr.  Portman? 

Mr.  Portman.  We  have  to  break  for  a  vote  here,  but  I  think  we 
will  both  be  right  back.  But  I  have  just  a  comment,  which  is  I  don't 
see  how  you  can  avoid  the  result  tnat  there  will  be  increased  eco- 
nomic activity.  We  have  heard  from  all  four  of  these  gentlemen — 
these  three  gentlemen  and  Peggy  with  regard  to  their  business  and 
what  would  result  in  terms  ofmcreased  employment,  therefore  in- 
creased revenue  to  the  Government  and  more  people  being  em- 
ployed, more  economic  activity,  more  jobs  expansion.  So,  I  think  it 
much  like  capital  gains  tax  which  many  of  us  have  argued  over, 
over  the  years,  that  you  would  see  increased  economic  activity. 

I  do  have  some  specific  questions  for  the  panelists,  but  perhaps 
it  would  be  best  to 

Chairman  Bilbray.  I  think  you  are  right.  We  will  come  back.  We 
will  be  back  in,  hopefully,  about  10  minutes. 

[Recess]. 

Chairman  Bilbray.  If  the  panel  would  resume  their  seats. 

Mr,  Portman  has  some  questions  that  he  wants  to  ask,  so  I  will 
turn  it  over  to  him. 

Mr.  Portman.  Thank  you,  Mr.  Chairman. 

We  have  gone  through  this  bill  today  now  a  couple  of  times  and 
we  are,  I  think,  going  to  hear  from  some  of  the  tax  experts  in  the 
next  panel.  But  my  general  question  to  you  would  be  is  there  any- 
thing that  you  would  like  to  see  added  to  this  legislation? 

There  is  a  likelihood  that  we  will  go  through  a  markup  in  the 
Ways  and  Means  Subcommittee  and  Committee  and  there  would  be 
an  opportunity  there  to  amend  the  bill,  to  add  things  or  take  provi- 
sions out  that  weren't  appropriate. 
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I  think  Mr.  Copham  in  particular  indicated  that  it  was  a  pretty 
good  bill  as  it  stood,  which  is  unbelievable,  and  there  is  not  some 
improvement  you  would  like  to  see. 

So,  if  we  could  just  go  through  the  panel,  briefly.  Then  I  do  have, 
Mr.  Chairman,  with  your  indulgence,  a  couple  of  specific  questions 
for  panelists. 

Mr.  Copham.  Well,  the  only  thing  that  I  have  been  concerned  in 
trying  to  identify  for  my  part  of  an  ESOP  rolling  over,  a  401(k)  or 
profit-sharing  into  an  ESOP  there  is  two  governing  bodies,  with 
IRS  and  whatever,  and  I  would  like  to  have  clarification  of  an 
organ  with  Arthur  Andersen  and  some  of  the  people  here. 

But  it  is  still  not  clear  to  me  how  that  would  work.  We  would 
really  like  to  be  able  to  do  that.  We  have  about  $2.5  million  in  our 
profit-sharing  fund  and  we  would  like  to  be  able  to  utilize  some  of 
that  money,  as  well  as  future  earnings. 

So  those  would  be  the  only  clarifications.  Maybe  it  will  work  out 
in  terms  of  the  identification  how  the  workings  would  really  be,  but 
right  now  it  is  kind  of  unclear. 

Chairman  Bilbray.  We  also  received  a  letter  from  the  ESOP  As- 
sociation favoring  this  legislation  and  allowing  ESOP's  to  invest  in 
the  companies. 

Mr.  Copham.  Right.  Well,  the  rollover  would  be  the  only  issu^ 
that  would  be  of  concern  with  me. 

Mr.  PoRTMAN.  The  question  of  the  profit-sharing  plan,  you 
currently 

Mr.  Copham.  Existing  profit-sharing  plan,  right,  rolling  over,  be- 
cause there  are  different  governing  and  different  regulatory  bodies. 

Mr.  PoRTMAN.  So  it  might  be  helpful  to  try  to  clarify  that  in  the 
legislation. 

Mr.  Copham.  Right. 

Mr.  PORTMAN.  Mr.  Blair,  anything? 

Mr.  Blair.  One  of  the  specific  things  that  certain  members  of  the 
coalition  have  asked  to  raise  is  that  the  current  legislation  does  not 
permit  an  S  corporation  to  have  an  S  corporation  as  a  wholly 
owned  subsidiary.  They  only  let  a  C  Corp  be,  so  that  is  an  impor- 
tant one. 

The  second  one  that  I  have  heard  from  venture  capitalists  is  that 
while  this  will  tremendously  help  capital  formation  and  access  to 
capital  markets  that  if  the  preferred  could  be  convertible  preferred, 
a  little  bit  more — a  few  more  options  on  the  preferred  stock. 

Mr.  PoRTMAN.  There  is  also  the  option,  as  I  understand  it,  of  con- 
vertible debt. 

Mr.  Blair.  Convertible  debt  is  there,  yes.  Yes.  That  is  in  the  leg- 
islation, in  the  bill  as  introduced. 

Mr.  PoRTMAN.  But  you  get  the  sense  that  some  of  vour  members 
would  like  to  see  an  expansion  of  the  preferred  stock  option  to  be 
more  creative  in  ways  you  could  use  the  preferred? 

Mr.  Blair.  Yes.  Specifically,  it  is  venture  capital.  These  are  not 
folks  in  my  coalition  but  I  know  that  I  have  heard  from  them  say- 
ing, in  order  for  us  to  have  the  broadest  range  of  ability  tx>  invest 
in  S  corporations  or  bring  investment  to  S  corporations,  the  fewer 
restrictions  you  make.  So,  convertible  debt,  that  is  good.  Preferred 
stock  is  good.  But  you  need  to  have  convertible  preferred  to  expand 
those  possibilities. 
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Mr.  PORTMAN.  Your  other  point,  your  initial  point  with  regard  to 
the  subsidiary,  the  wholly  owned  subsidiary  being  a  C  Corp  and  S 
corp,  I  know  that  was  identified  in  your  testimony,  Peggy,  that  it 
would  help  certainly  with  regard  to  your  S  corps  to  be  able  to  fold 
them  in. 

The  one  thing  that  might  be  useful  is  if — one  of  you,  and  I  am 
not  sure  who  would  be  perfect  to  do  that,  could  flesh  out  a  little 
more  for  the  record  why  it  is  important  to  be  able  to  have  a  wholly 
owned  subsidiary. 

All  of  us  have  kind  of  addressed  that  in  very  general  terms,  but 
I  think  to  have  sort  of  the  firewall  protection  that  you  get  with  a 
wholly  owned  subsidiary  rather  than  having  a  division  or  a  depart- 
ment of  your  existing  company  need  to  be  fleshed  out  a  little. 

Perhaps,  Peggy,  or  Robert,  one  of  you  could  address  that. 

Mr.  Blair.  Well,  I  think  one  of  the  problems  you  face  is  that  you 
have  an  S  corporation  that  is  in  existence  doing  its  regular  busi- 
ness and  they  decide  to  go  another  route,  decide  to  do  another  busi- 
ness venture,  if  you  will.  But  vou  want  to  put  at  risk  that  new  ven- 
ture, not  everything  that  has  been  built  together,  put  together. 

But  they  will  like  a  company  that  sits  on  top  that  can  either  be 
just  a  wholly  owned — the  parent  company  or  if  you  could  do,  have 
a  sequel  for  an  S  corp  as  a  subsidiary,  it  could  be  a  holding  com- 
pany, and  therefore  shelter,  if  you  will,  each  of  the  companies  and 
the  liabilities  so  that  it  operates,  as  it  should,  on  its  own  merits 
without  perhaps  imperiling  the  whole.  So,  that  was  the  key  reason. 

In  fact,  I  know  one  person  that  said  that  the  C  Corp  subsidiary 
is  indeed  the  only  issue  in  this  whole  bill  that  would  help  them  in 
their  business  expansion.  I  heard  somebody  else  say,  well,  we  are 
an  S  corporation,  we  know  how  to  operate  as  an  S  corporation.  We 
now  have  six  different  companies.  We  would  like  a  parent  sitting 
up  on  top,  the  parent  being  an  S  corporation  and  the  others  being 
S  corporations,  and  why  wouldn't  that  be  permitted?  Et  cetera,  et 
cetera.  So,  it  is  again  that  would  help. 

You  might  want  to  ask  the  people  from  Arthur  Andersen  as  to 
what  some  of  the  problems  may  be. 

Mr.  PoRTMAN.  Of  doing  that  with  S  corporations. 

Mr.  Blair.  Yes. 

Mr.  PoRTMAN.  Mr.  Cakebread,  anything  to  add? 

Mr.  Cakebread.  One  thing  I  would  like  to  say  is  that  in  the  bill 
we  are  very  conscious  of  agriculture  being  very  close  to  my  heart. 
Make  sure  that  there  isn't  something  inadvertently  comes  up  that 
would  harm  ag  and  make  it  more  difficult. 

Of  course,  the  family  business  succession  is  high  on  my  list,  as 
you  can  tell. 

Mr.  PoRTMAN.  A  lot  of  your  concerns,  unfortunately,  can't  be  ad- 
dressed in  whole  in  this  bill. 

One  final,  and  then  I  will  yield,  Mr.  Chairman. 

Mrs.  RouDEBUSH.  I  don't  think  there  is  a  whole  lot  I  can  add. 
Honestly,  I  think  probably  what  can  help  my  business  most  cannot 
be  addressed  by  this.  We  are  into  another  area,  in  another  sub- 
committee altogether.  I  just  did  what  the  gentlemen  here  are  say- 
ing. 

Mr.  PoRTMAN.  Thank  you  all  for  being  here  today. 

I  yield  back. 
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Chairman  BiLBRAY.  Yes.  Thank  you  all.  We  will  get  to  our  next 
then.  Thank  you  very  much  for  coming  spending  your  time.  At  this 
time  I  would  like  to  call  Mr.  McBride  and  Mr.  Collins. 

You  are  our  expert  witnesses,  so  now  we  will  expect  expert  testi- 
mony. Your  testimony  will  be,  without  objection,  put  in  in  its  en- 
tirety into  record.  So,  if  you— I  have  read  through  both  your  testi- 
monies, and  if  you  could  talk  to  us  and  tell  us  what  we  need  to 
hear  about  this  particular  bill  we  would  appreciate  it,  rather  than 
reading  your  entire  testimony.  Because  I  know  we  have  been  here 
a  long  time  and  I  know  you  have  been  waiting  long  time. 

But  Mr.  McBride. 

TESTIMONY  OF  TIMOTHY  McBRIDE,  ESQ.,  TAX  ATTORNEY, 
SMITH,  HEENAN  &  ALTHEN 

Mr.  McBride.  Thank  you,  Mr.  Chairman.  My  name  is  Timothy 
McBride,  and  I  am  honored  to  speak  to  you  today  in  support  of  the 
ongoing  congressional  efforts  to  improve  the  prospects  for  American 
entrepreneurs. 

I  am  particularly  supportive  of  this  legislation  because  it  deals 
with  S  corporations.  I  speak  today  both  as  an  owner  and  an  adviser 
to  family  owned  businesses  and  other  S  corporations.  I  have  prac- 
ticed tax  law  both  in  the  public  and  private  sectors  for  19  years, 
and  in  the  private  sector  focusing  particularly  on  the  concerns  of 
family  owned  businesses,  many  S  corporations. 

But  I  am  also  an  owner,  director,  and  tax  adviser  to  my  own  fam- 
ily's construction  and  real  estate  development  business  called 
McBride  Enterprises  in  New  Jersey,  which  operates  through  sev- 
eral S  corporations  as  well  as  C  corporations  and  partnerships. 

While  you  view  me  as  a  technical  witness,  I  believe  that  my  testi- 
mony can  also  reflect  some  of  the  genuine  concerns  of  business 
owners,  including  echoing  some  of  the  concerns  expressed  by  the 
prior  panel.  I  would  also  in  that  context  like  to  focus  on  particular 
concerns  where  I  can  perhaps  add  a  technical  point  of  view,  more 
than  some  of  the  others  because  of  my  tax  background. 

As  you  know,  many  family  businesses  are  organized  as  S  cor- 
porations because  the  structure  is  ideal  for  that  type  of  a  business, 
where  the  owners  are  typically  working  in  the  business  as  employ- 
ees or  managers.  Thus,  what  happens  with  the  rules  under  S  cor- 
porations is  very  important  to  the  millions  of  family  businesses 
throughout  this  country. 

One  of  the  most  serious  problems  faced  by  our  family  in  connec- 
tion with  our  business  pertains  to  the  succession  and  estate  plan- 
ning for  our  more  senior  family  members.  For  example,  literally 
just  2  days  ago  we  attended  a  meeting,  which  has  been  one  in  a 
series  of  meetings  we  have  had  over  the  years,  a  lengthv  meeting 
in  which  we  devoted  substantial  attention  to  the  problems  that 
have  arisen  for  us  as  a  result  of  the  existing  statutory  limits  on 
who  can  own  S  corporation  stock.  S  corporations  literally  face  arti- 
ficial barriers  to  reasonable  estate  and  business  succession  plan- 
ning. Let  me  explain. 

Presently,  for  an  S  corporation  to  maintain  its  status  as  an  S 
corp,  the  stock  can  only  be  owned  by  individuals,  estates  and  a  lim- 
ited variety  of  trusts.  These  restrictions  force  family  run  businesses 
to  introduce  awkward  and  costly  gyrations  into  estate  planning  if 
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they  are  prudent  enough  to  anticipate  them.  In  other  instances, 
particularly  for  the  unwary,  these  technical  traps  are  often  over- 
looked, unfortunately,  until  it  is  too  late  to  reach  a  satisfactory  con- 
clusion or  correction. 

H.R.  4056  would  substantially  simplify  succession  planning  by 
expanding  permitted  ownership  to  a  much  greater  variety  of  trusts 
as  well  as  to  ESOFs,  as  Mr.  Copham  testified,  charitable  founda- 
tions and  other  tax  exempt  organizations. 

Is  this  a  new  issue?  Not  really.  These  rulings  have  been  in  effect, 
in  one  way  or  another  since  the  1950's  and  well-known  to  tax  prac- 
titioners. However,  now  a  generation  of  S  corporation  owners  hav- 
ing matured  with  their  businesses  is  grappling  with  the  issues  of 
succession.  Families  who  are  prudent  enough  to  anticipate  these 
problems,  as  they  also  plan  to  pay  substantial  and  inevitable  Fed- 
eral estate  t£ixes,  are  faced  with  the  added  burden  of  having  to  cre- 
ate special  trusts  and  utilize  other  techniques  to  overcome  these 
narrow  rules,  rules  that  simply  didn't  apply  to  other  forms  of  busi- 
ness. 

At  best,  these  rules  add  aggravation  and  expense.  At  worse,  they 
can  lead  to  disruption,  family  disputes  and  lost  employment,  par- 
ticularly if  they  are  overlooked  in  the  planning  process. 

Let  me  just  put  these  two  important  provisions  into  context  and 
then  I  will  conclude  my  remarks.  Trusts  have  become  a  very  com- 
mon vehicle  for  succession  of  estates,  including  closelv  held  enter- 
prises. Trusts  enable  business  owners  to  provide  their  younger 
beneficiaries  with  professional  intermediaries  to  guide  them  while 
future  owners  mature,  to  protect  the  interests  of  children  of  two 
marriages,  and/or  to  qualify  for  established  statutory  planning  op- 
portunities, including  the  marital  deduction  under  the  estate  tax 
laws. 

However,  presently  to  whole  S  corporation  stock,  a  trust  is  se- 
verely limited  in  its  design  flexibility.  Building  in  trust  flexibility 
is  standard  and  intelligent  estate  planning,  but  unfortunately  it  is 
largely  unavailable  for  the  S  corporation  owner  under  present  law. 

As  I  have  noted,  the  problem  becomes  more  vivid  in  cases  where 
planners  have  not  foreseen  or  addressed  these  strict  limits,  an  eas^ 
thing  to  do  given  their  complexity.  If  this  happens,  a  family  busi- 
ness is  faced  with  either  losing  its  S  corporation  status  or  re-engi- 
neering an  estate  plan  after  the  fact  to  preserve  the  tax  election 
but  often  inconsistent  with  the  wishes  of  the  deceased  owner. 

The  bill's  expansion  of  the  variety  of  trusts  permitted  to  own  S 
corporation  stock  would  substantially  simplify  the  planning  process 
and  let  families  get  back  to  doing  business  instead  of  worrying 
about  tax  law. 

Let  me  now  address  the  second  important  change  that  I  don't  be- 
lieve has  yet  been  addressed  this  morning,  although  I  did  come  in 
a  little  late  and  forgive  me  if  I  repeat  another  witness'  testimony. 

The  expansion  of  ownership  to  tax  exempt  organizations.  This  is 
a  very  important  area.  It  includes  ESOPs,  as  noted,  but  it  also  in- 
cludes private  foundations,  charitable  trusts  and  other  charitable 
organizations  such  as  what  we  understand  as  501(c)(3)  organiza- 
tions. 

Why  is  this  important?  Well,  one  of  the  last  remaining  opportuni- 
ties for  individuals  to  plan  an  orderly  succession  of  their  businesses 
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while  avoiding  complex  and  disruptive  liquidity  planning  is  to  be- 
queath full  or  partial  ownership  of  their  estates  to  a  charity  or 
other  tax  exempt  organization. 

Under  present  law,  however,  the  use  of  S  corporation  stock  for 
this  purpose  would  revoke  the  S  corporation  tax  treatment.  If  such 
a  gift  involved  100  percent  ownership  this  may  not  make  a  dif- 
ference. But  more  often  than  not  a  benefactor  will  donate  only  part 
ownership,  leaving  the  remaining  owners  with  the  dilemma  of  dis- 
qualifying the  corporation  or  forcing  premature  liquidity  or  other 
restructurings  to  enable  the  charity  to  get  a  monetized  bequest  con- 
sistent with  the  testator's  intent. 

The  S  Corporation  Reform  Act  thus  by  making  these  two  changes 
will  improve  and  simplify  the  process  of  estate  planning,  allow 
owners  the  same  appropriate  planning  flexibility  available  for  other 
forms  of  business,  and  enable  them  to  get  back  to  work. 

Let  me  now  conclude  with  an  historical  perspective.  When  sub- 
chapter S  was  first  introduced  to  the  code,  at  the  recommendation 
of  the  Eisenhower  administration  it  was  intended  as  a  tax  neutral 
haven  for  small  and  simple  businesses.  Fortunately  for  the  national 
economy,  the  small  tends  to  grow.  However,  the  simple  then  tends 
to  become  complex. 

I  am  reminded  of  the  battle  cries  of  what  I  call  lawyer  detractors 
who  ache  for  simplicity.  What  we  need  is  a  simple  will,  they  say. 
Well,  I  agree,  but  only  if  we  lived  in  a  simple  world. 

The  fact  is  that  the  world  of  business,  family  owned  or  otherwise, 
is  no  longer  simple.  Perhaps  it  never  was.  In  today's  world,  many 
thought  to  be  middle-class,  needs  sophisticated  estate  planning  ei- 
ther for  property  or  for  taxes  or  both.  A  modest  home,  a  pension 
and  a  life  insurance  policy  can  easily  add  up  to  over  $600,000, 
which  is  considered  a  taxable  estate  under  today's  law. 

In  our  society  business  owners  oft«n  have  two  families,  including 
older  children  from  a  first  marriage  and  others  fi'om  a  second,  typi- 
cally younger.  Each  group  may  require  different  planning  vehicles, 
including  a  variety  of  trusts.  The  round  peg  of  S  corporation  stock 
limited  by  would-be  1950's  simple  rules  will  simply  not  fit  neatly 
into  this  complex  equation  of  1990's  square  holes.  As  a  business, 
its  owners  and  their  circumstances  evolve,  the  S  corporation  laws 
as  they  have  in  the  past  must  correspondingly  adapt,  always  con- 
sistent with  legislative  objectives. 

Mr.  Chairman,  I  urge  the  subcommittee  to  ensure  that  we  con- 
tinue the  process  of  adapting  to  the  social  and  economic  realities 
of  American  family  business.  In  spite  of  some  important  historical 
changes,  S  corporation  law  continues  to  frustrate  succession  for  the 
reasons  I  have  outlined. 

I  believe  I  speak  on  behalf  of  many  who  would  encourage  this 
panel  and  Congress  to  eliminate  tricky,  unnecessary  and  archaic 
limits.  The  two  changes  I  have  highlighted  would  go  a  long  way  to- 
ward providing  the  kind  of  planning  flexibility  that  is  sorely  needed 
without,  in  my  view,  contradicting  any  fundamental  policy. 

Thank  you  very  much. 

Chairman  BiLBRAY.  Thank  you,  Mr.  McBride. 

[Mr.  McBride's  statement  may  be  found  in  the  appendix.] 

Chairman  BiLBRAY.  Mr.  Collins? 
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TESTIMONY  OF  BRYAN  P.  COLLINS,  PARTNER,  ARTHUR 
ANDERSEN  &  CO. 

Mr.  Collins.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  and  Mr.  Portman,  I  am  honored  to  appear  before 
you  today  in  support  of  H.R.  4056,  the  S  Corporation  Reform  Act. 

My  name  is  Bryan  Collins.  I  am  a  partner  in  Arthur  Andersen 
here  in  Washington,  DC,  in  the  Office  of  Federal  T£ix  Services. 

I  appreciate  tne  invitation  to  testify  on  some  of  the  technical  is- 
sues in  this  legislation  and  the  technical  problems  that  exist  today 
and  how  this  legislation  will  solve  many  of  those  problems.  I  am 
testifying  in  support  today  of  H.R.  4056  on  behalf  of  the  S  Corpora- 
tion Coalition,  a  coalition  of  our  clients  from  across  the  country  in 
various  industries  that  support  this  reform  legislation. 

By  way  of  background,  I  am  the  current  secretary  of  the  S  Cor- 
poration Committee  of  the  American  Bar  Association.  I  am  also  ac- 
tive in  the  S  Corporation  Committee  of  the  AICPA  and  other  local 
S  corporation  groups. 

Although  I  am  not  testifying  on  behalf  of  any  of  those  groups  this 
morning,  I  have  over  the  last  3  or  4  years  participated  with  those 

F'oups  in  the  development  of  S  corporation  reform  legislation  and 
am  happy  to  be  here  today  to  testify  in  support  of  that  legislation. 

Although  I  have  been  asked  to  talk  about  the  technical  issues, 
I  would  like  to  say  on  behalf  of  our  S  Corporation  Coalition  that 
we  are  very  supportive  of  all  of  the  provisions  of  H.R.  4056  because 
they  will  help  preserve  family  businesses,  provide  opportunities  for 
expansion  of  capital,  as  well  as  removing  the  technical  traps. 

What  I  would  like  to  do  now  is  try  to  focus  the  remainder  of  my 
remarks  on  some  of  the  technical  problems  that  have  been  men- 
tioned this  morning  as  well  as  a  few  additional  ones,  and  if  you 
have  questions  I  will  be  happy  to  try  to  respond  to  them. 

With  respect  to  the  technical  traps,  one  of  the  most  important 
ones  I  believe  is  a  change  that  was  talked  about  earlier  which 
would  permit  the  internal  revenue  service  to  waive  problems  with 
an  S  corporation  election. 

I  know,  Mr.  Chairman,  you  have  asked  several  panelists  already 
this  morning  about  whether  the  failure  to  make  an  effective  S  elec- 
tion is  a  problem  with  making  an  S  election  for  the  following  year, 
and  the  answer  to  that  is  no. 

What  I  have  seen  in  my  practice,  however,  Mr.  Chairman,  is  that 
frequently  the  failed  election  causes  two  problems.  The  first  prob- 
lem is  most  people  who  are  forming  these  businesses  their  fondest 
and  wildest  dream  is  to  have  this  business  grow,  expand,  get  to  the 
point  where  they  can  take  this  company  public  and  have  it  traded 
on  the  New  York  Stock  Exchange  and  become  the  next  General  Mo- 
tors. 

Frequently  what  happens  in  that  process  is  when  a  company  de- 
cides to  go  public  that  is  an  opportunity  for  experts  to  come  in  and 
look  at  me  company  very,  very  closely  in  connection  with  prqiec- 
tions  and  the  materials  that  are  going  to  be  offered  to  the  public 
to  show  the  public  what  substantiate  the  offering  price  of  the  stock. 

In  that  context,  I  have  frequently  seen  it  uncovered  that  there 
was  a  minor  technical  problem  with  the  company's  original  S  cor- 
poration election  which  raises  the  potential  for  a  very  Targe  hang- 
ing tax  liability,  and  in  some  circumstances  I  have  seen  that  pre- 
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vent  a  company  from  being  able  to  go  public  because  of  this  poten- 
tial liability. 

In  addition,  there  are  a  number  of  provisions  in  the  S  corporation 
area — corporate  level  taxes,  penalty  provisions,  if  you  will,  that 
apply  to  S  corporations  that  have  not  been  an  S  corporation  for 
their  entire  existence.  So,  if  your  initial  election  is  invalid  and  you 
are  able  to  elect  for  the  next  year  your  entire  existence  isn't  as  an 
S  corporation  and  so  these  penalty  provisions  are  applicable  to  you 
whereas  they  would  not  be  applicable  had  you  had  a  good  S  elec- 
tion from  the  beginning. 

So,  those  are  two  of  the  problems  that  I  see  in  my  practice  that 
this  provision  would  permit  the  IRS  to  solve  by  allowing  the  com- 
pany to  go  into  the  IRS  and  say  this  technical  problem  with  our 
election  was  inadvertent,  it  was  a  mistake  of  our  lawyer  or  ac- 
countant or  one  of  our  employees,  and  the  IRS  would  be  able  to  ig- 
nore that  mistake  and  treat  them  as  having  made  a  good  election. 

With  respect  to  a  couple  of  the  other  technical  problems  that 
were  mentioned  earlier  this  morning,  the  repeal  of  the  terminating 
event  for  passive  investment  income  is  a  very  helpful  provision. 
Currently,  if  a  corporation  is  a  C  corporation  for  a  period  of  time 
and  then  makes  an  S  election  and  has  too  much  passive  income  for 
3  years  it  loses  its  S  election. 

The  legislation  would  remove  that  trap  by  continuing  to  impose 
the  corporate  tax  liability  that  is  intended  for  passive  income  but 
not  require  the  company  to  lose  its  S  election.  That  is  another  area 
where  frequently  you  see  a  corporation  determine  after  the  fact 
that  they  have  lost  their  S  election. 

Both  of  these  changes  I  should  also  add  are  changes  that  if  you 
talk  to  individuals  at  the  IRS  they  will  tell  you  they  would  be  wel- 
come from  their  perspective  because  they  frequently  deal  with 
those  problems  and  find  themselves  restricted  by  the  statute  from 
helping  a  company  that  they  think  is  deserving  of  help. 

A  couple  of  other  ones  and  I  would  like  to  come  back  to  Mr. 
Portman's  point  earlier  about  additional  provisions.  There  is  also, 
in  connection  with  the  passive  income  rules,  you  can  avoid  those — 
the  penalty  by  distributing  your  earnings  that  accumulated  while 
you  were  a  C  corporation.  For  many  companies  that  ability  to  es- 
cape the  penalty  tax  is  difficult  to  avail  themselves  of  because  mak- 
ing a  distribution  of  cash  is  not  possible.  Either  debt  covenants  or 
just  the  cash-flow  of  the  company  do  not  permit  a  cash  distribution 
to  the  shareholders. 

This  legislation  would  solve  that  problem  by  permitting  the  cor- 
poration and  the  shareholder  to  elect  to  be  treated  as  if  there  were 
a  cash  distribution,  which  will  impose  an  additional  level  of  tax  but 
nevertheless  allow  them  to  escape  on  a  going  forward  basis  this 
penalty  provision,  the  passive  investment  income  tax.  So,  that  is 
another  favorable  change. 

Another  one  that  was  mentioned  this  morning  is  certain  trusts, 
grantor  trusts,  et  cetera.  After  the  grantor  dies  that  trust  is  eligible 
to  be  an  S  corporation  shareholder  only  for  60  days.  Sixty  days  is 
frequently  not  enough  time  to  do  all  of  the  legal  work  as  well  as 
the  work  in  the  courthouse  in  terms  of  probating  wills,  et  cetera, 
to  permit  a  distribution  of  S  corp  stock  out  of  the  trust  to  the  bene- 
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ficiary.  So,  the  change  which  would  extend  60  days  to  2  years  will 
help  in  that  regard. 

One  last  one  and  then  I  will  come  back  to  the  additional  provi- 
sions. There  is  under  the  current — under  current  law  there  is  a 
provision  that  permits  S  corporation  shareholders  to  take  out 
money  out  of  the  corporation  after  it  terminates  its  S  status  for  a 
limited  period  of  time.  After  it  terminates  and  now  it  is  a  C  Corp, 
they  can  still  take  money  out  of  that  company  tax  free  as  they 
could  under  the  S  corporation  rules  but  it  is  only  for  a  very  limited 
period  of  time,  a  year. 

Frequently  you  find  that  in  those  kinds  of  situations  a  corpora- 
tion may  come  under  audit  after  it  revokes  its  S  status.  For  exam- 
ple, if  it  is  going  public  and  it  is  now  public  company,  it  may  as 
a  matter  of  course  be  subject  to  audit,  and  in  those  kinds  of  situa- 
tions on  occasion  the  IRS  will  increase  the  tax  liability  of  the  cor- 
poration on  audit  for  the  S  corporation  years.  The  current  rules 
would  not  permit  the  S  corporation  shareholders  to  take  that 
money  out  of  the  company  if  the  income  is  increased  on  audit,  and 
this  legislation  would  fix  that  problem. 

Let  me  switch  gears  for  a  moment  and  talk  about  one  other  pro- 
vision that  is — a  piece  of  it  is  in  the  legislation  but  an  expansion 
of  the  provision  would  be  very  helpful.  Currently  the  S  corporation 
reform  bill  allows  only  a  C  corporation  subsidiary.  An  S  corporation 
can  own  100  percent  of  the  stock  of  a  C  corporation,  and  that  is 
beneficial  in  many  respects. 

However,  what  you  have  heard  from  several  of  the  business  own- 
ers this  morning  is  that  it  would  be  much  more  helpful  for  an  S 
corporation  to  own  100  percent  of  the  stock  of  another  S  corpora- 
tion. That  I  think  is  a  change  that  would  be  very  welcomed  by  busi- 
ness owners,  and  let  me  give  you  a  couple  of  the  reasons  why. 

Right  now,  if  an  S  corporation  is  engaged  in  one  business  and  de- 
cides to  take  on  an  additional  business,  they  have  two  choices. 
They  either  form  a  new  company  and  then  they  can  only  own  79 
percent  of  it,  so  frequently  the  S  corporation  shareholders  them- 
selves own  the  other  21  percent.  That  company  then  would  have 
to  be  a  C  corporation  and  pay  corporate  tax.  That  would  be  one  al- 
ternative to  separate  the  liabilities  of  the  two  companies  from  each 
other. 

The  other  alternative  which  is  most  frequently  the  choice  of  busi- 
ness owners  is  to  form  a  parallel  S  corporation,  a  brand-new  S  cor- 
poration. I  have  found  in  my  practice  that  business  owners  such  as 
the  ones  you  have  heard  from  this  morning  will  tell  you  they  have 
a  variety  of  parallel  corporations  formed,  all  of  which  are  S  cor- 
porations. 

That  sets  up  very  complicated  business  arrangements,  because 
bankers,  for  example,  may  be  willing  to  loan  money  to  these  com- 
panies based  on  all  of  their  assets  of  the  various  corporations  but 
they  will  require  cross  collateralization  amongst  the  various  compa- 
nies. They  will  require  consolidated  financial  statements.  They 
will — it  becomes  a  very  difficult  process  of  getting  financing,  and  a 
process  that  ends  up  hamstring  the  business  because  of  one  com- 
pany being  constrmned  by  the  operations  of  another. 

So  what  S  corporation  subsidiaries  would  permit  would  be  the 
formation  of  a  holding  company  that  could  own  all  of  these  busi- 
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nesses.  The  holding  company  could  then  submit  a  consolidated  fi- 
nancial statement  to  lenders  and  borrow  money  in  that  way  and 
it  would  be  much  easier  for  business  owners  to  raise  capital. 

In  addition,  obtaining  insurance  coverage  for  these  companies  is 
very  difficult  as  well,  because  when  you  have  multiple  parallel  com- 
panies an  insurance  company  very  much  wants  to  see  that  the 
management  of  each  of  the  companies  is  up  to  par,  and  so  what 
they  end  up  having  to  do  is  they  end  having  to  look  at  the  manage- 
ment of  each  separate  company  before  they  will  give  you  a  quote 
for  insurance.  Allowing  a  holding  company  with  subsidiaries  all  of 
whom  can  be  S  corporations  would  permit  these  business  owners 
to  obtain  insurance  with  much  less  difficulty  and  with  a  lower  cost. 

So  that  is  I  think  the  prime  addition  that  I  would  see  helping 
this  legislation.  With  that  I  will  conclude  my  remarks  and  be 
happy  to  try  to  answer  questions. 

[Mr.  Collms'  statement  may  be  found  in  the  appendix.] 

Chairman  Bilbray.  Thank  you  very  much.  I  have  a  few  ques- 
tions. You  have  studied  this  bill  and  what  it  does  and  what  the 
present  law  on  subchapter  S  corporations  are.  We  are  looking  at 
the  ability  of  S  corporations  to  acquire  subsidiaries. 

Would  the  change  allow  the  S  corporation  to  still  file,  or  to  file 
a  consolidated  tax  return  and  retain  benefits  as  an  S  corporation 
under  the  proposal? 

Mr.  Collins.  Well,  there  are  two  answers.  The  first  answer  is 
the  current  legislation  only  allows  a  C  corporation  subsidiary  and 
there  would  be  no  consolidated  return.  I  think  the  proposal  that  I 
was  just  describing,  allowing  an  S  corporation  subsidiary,  raises 
the  issue  of  a  consolidated  return. 

But,  Mr.  Chairman,  I  think  there  is  a  simpler  solution  to  that 
already  in  the  code  that  applies  to  other  types  of  flowthrough  enti- 
ties. Real  estate  investment  trusts,  for  example,  can  have  wholly 
owned  subsidiaries  and  a  consolidated  return  would  not  be  re- 
quired. So,  I  think  there  is  a  simple  solution  to  the  need  to  have 
an  S  corporation  subsidiary  that  would  not  require  a  consolidated 
return. 

Chairman  Bilbray.  When  it  is  mentioned  in  the  bill  a  provision 
to  expand  the  stockholder  rules  to  consolidate  all  family  members 
as  a  single  stockholder,  as  you  read  the  bill  does  that  apply  to  just 
one  family,  that  it  was  kind  of  the  family,  or  could  multiple  fami- 
lies be  considered  as  one  stockholder? 

Mr.  Collins.  Mr.  Chairman,  the  way  I  read  it  it  only  permits 
one  family  to  be  aggregated  and  treated  as  one  shareholder.  Then 
a  second  family  would  begin  to  be  counted  toward  the  35. 

Chairman  Bilbray.  As  individuals. 

Mr.  Collins.  As  individuals,  but  toward  the  35  or  50  limit. 

Mr.  McBride.  Mr.  Chairman,  if  I  may  add,  that  is  a  typical  re- 
sult under  the  attribution  rules  in  the  code.  Typically,  your  attribu- 
tion is  limited  to  lineal  family  members  and  does  not  go  out  to  sib- 
lings. So,  there  are  examples  of  that,  but  more  typically  not. 

Chairman  Bilbray.  You  had  mentioned  the  present  law  under 
trust  being — they  are  presently  allowed  under  the  present  code  to 
be  members  of  subchapter  S,  you  said,  as  long  as  the  trust  or  is 
still  alive? 

Mr.  Collins.  A  grantor  trust,  Mr.  Chairman,  that  is  correct. 
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Chairman  Bilbray.  Yes. 

Mr,  Collins.  Could  be — is  an  eligible  shareholder  under  current 
law,  but  only  up  to  the  point  60  days  after  the  grantor's  death. 

Chairman  Bilbray.  So,  if  I  created  a  trust  for  my  children  and 
my  trust  was  a  member  under  present  law  of  a  subchapter  S  cor- 
poration, I  die,  they  have  only  got  60  days;  is  that  the  case? 

Mr.  Collins.  If  the  trust  is  a  grantor  trust,  that  is  right.  Now, 
if  you  are  trying  to  do  something  that  was  Tim  was  talking  about 
earlier  in  terms  of  having  that  trust  be  something  other  than  a 
grantor  trust,  a  family  succession  trust,  it  may  not  be  a  permissible 
shareholder  initially. 

Chairman  BiLBRAY.  Initially. 

Mr.  Collins.  That  is  right. 

Mr.  McBride.  Excuse  me.  I  am  sorry,  Mr.  Chairman.  If  I  could 
make  an  observation.  I  think  Bryan's  answer  is  accurate,  and  I  was 
focusing  on  a  narrow  aspect  of  the  bill  without  alluding  to  the 
grantor  trust  rule,  which  I  do  support. 

However,  I  would  like  to  observe  that  the  more  layers  and  pi- 
geonholes that  we  create  the  more  complex  it  gets  and  the  more 
difficult  it  is  to  answer  questions  like  that. 

In  terms  of  improving  the  bill,  I  think  perhaps  it  might  be  a  good 
idea  to  step  back  and  think  about  just  having  one  rule  for  all 
trusts,  make  them  all,  eligible  as  electing  trusts  and  not  try  to  get 
into  the  whole  technical  area  of  whether  it  is  a  grantor  trust  and 
whether — for  example,  right  now  under  the  existing  law — Bryan, 
you  correct  me  if  I  am  wrong— even  within  the  grantor  trust  rule 
there  are  two  types  of  grantor  trusts  that  are  there.  In  other  words, 
you  have  a  60-day  rule  for  one  part  of  a  grantor  trust  and  a  2-year 
rule  for  some  others.  You  know  these  all,  as  typical  in  the  tax  law 
as  the  law  is  revised  and  people  discover  problems,  and  if  there  is 
no  policy  objectives  what  we  tend  to  do  is  we  tend  to  layer  on  an 
existing  formula  a  new  exception. 

I  am  suggesting  that  if  in  fact,  there  is  an  opportunity  to  amend 
this  is  that  we  sit  back  and  try  to  improve  on  what  we  are  trying 
to  do  here  by  eliminating  as  many  distinctions  as  we  can  between 
different  categories  of  trusts,  which  frankly  are  largely  tax-driven 
categories  to  begin  with.  They  really  don't  make  a  whole  lot  of  dif- 
ference in  the  real  world. 

But  to  answer  your  question,  yes,  if  it  is  a  60-day  type  of  grantor 
trust  the  family  would  only  have  60  days  to  pay  the  stock  out  of 
the  trust  or  risk  disqualification,  which  is  just  absurd. 

Chairman  Bilbray.  Disqualification  of  the  entire  subchapter  S? 

Mr.  McBride.  Right. 

Chairman  BiLBRAY.  In  other  words,  if  you  had  32  or  35  members 
of  that  subchapter  S  and  one  of  them  was  a  trust  £md  that  trust 
did  not  do  what  it  had  to  do,  or  the  corporation,  the  entire  sub- 
chapter S  status  could  be  revoked. 

Mr.  McBride.  It  is  all  or  nothing. 

Chairman  Bilbray.  All  or  nothing. 

Mr.  McBride.  All  or  nothing,  yes. 

Chairman  BiLBRAY.  So,  why  do  we  in  looking  at  this  bill,  and  we 
are  talking  about  potential  amendments  in  the  future,  why  if  it  is 
a  qualifying  trust  to  begin  with,  and  the  trust  still  has  life  in  it  I 
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presume  after  the  death  of  the  trustor,  the  grantor,  why  do  we 
even  have  a  2-year  rule? 

Why  do  we  say  they  have  to  dissipate  within  2  years  if  the  bene- 
ficiaries of  the  trust  are  the  same  people  who  were  the  beneficiaries 
before  it  was  granted?  Why  wouldn't  it  be  table  to  say — I  mean 
wouldn't  it  be  better,  or  maybe  there  is  some  rationale  within  the 
taxation  community. 

Why  shouldn't  they  be  able  to  stay  on  as  a  permanent  stock- 
holder indefinitely,  until  the  trust  has  reached  its  termination? 

Mr.  McBride.  I  think  they  could  if  the  present  bill  was  passed 
and  if  they  made  the  requisite  election.  The  grantor  trust  rules,  as 
I  understand  them,  would  continue  in  the  law  under  the  present 
bill  and  no  election  would  be  required.  I  think  that  is  the  remain- 
ing distinction. 

Chairman  BiLBRAY.  All  right. 

Mr.  McBRroE.  I  believe  that  a  grantor  trust,  even  a  60-day  grant- 
or trust,  assuming  you  could  make  the  election  on  time,  and  I 
haven't  thought  that  through,  but  I  think  you  could  continue  that 
trust  as  an  eligible  trust,  but  you  would  have  to  make  the  election 
within  the  60  days  rather  than  make  the  distribution. 

Chairman  Bilbray.  To  stay  within  the  subchapter  S.  So,  they 
can  stay,  is  what  you  are  saying,  even  under  today's  law  the  trust 
if  it  is  a  proper  qualifying  trust.  I  am  certainly — that  was  not  my 
specialty  when  I  practiced  law,  not  anything  close  to  it,  but  I  pre- 
sume a  family  trust  as  we  know  a  family  trust  would  be  a  qualify- 
ing trust;  is  that  correct? 

Mr.  McBRroE.  Well,  again,  it  gets  into  how  is  the  family  trust 
written.  A  grantor  trust  technically  means — well,  a  grantor  is  alive. 
That  the  grantor  is  treated  as  the  owner  of  the  trust  assets  for  t£ix 
purposes.  When  the  grantor  dies,  however,  that  status  ends. 

Now  the  trust  is  a  separately  taxable  entity  just  as  if  it  was  set 
up  as  an  irrevocable  trust. 

I  think  the  origin  of  this  rule,  frankly,  goes  back  about  the  time 
I  got  out  of  law  school.  I  remember  they  amended  the  S  corp  rules 
to  allow  grantor  trusts  to  go  60  days,  and  that  was  an  accommoda- 
tion to  the  tax  community  that  was  beginning  to  realize  that  these 
were  major  succession  problems. 

The  SST  trust  which  is  now  in  the  law,  which  is  a  very  narrow 
category  of  single  beneficiary  trusts,  came  in,  I  believe,  about  10 
years  later,  if  I  am  not  mistaken. 

So  what  I  am  saying  is,  getting  back,  each  of  these  solutions  has 
been  very  narrowly  focused  and  myopic  on  a  particular  problem 
that  came  up  at  a  particular  time.  But  the  type  of  questions  that 
you  are  asking  are  the  same  ones  that  I  asked;  that  is,  why  don't 
we  step  back  and  rethink  the  whole  structure  of  trust  ownership, 
because  all  we  are  doing  is  layering  in  more  complexity? 

Yes,  we  are  solving  a  problem,  but  somebody  else  is  going  to  have 
a  slightly  different  problem  for  which  there  is  no  solution  yet. 
Never  going  to  have  to  come  back  here  and  start  all  over  again.  I 
just  think  that — I  am  not  in  any  way  criticizing  the  effort  that  has 
gone  into  this  legislation.  I  know,  in  fact,  that  the  simplification, 
while  it  was  passed  by  the  House  a  few  weeks  ago,  includes  a  near- 
ly identical  provision,  and  hopefully  that  is  a  good  sign,  but  even 
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that  provision,  which  is  similar  to  this  one,  could  be  reevaluated 
and  perhaps  improved  and  we  eliminate  these  technical  differences. 
Chairman  BiLBRAY.  Would  you  gentlemen  be  willing  to  work 
with  my  subcommittee  staff  on  drafting  an  amendment  that  we 
could  propose  that  would  clarify  this  and  maybe  do  the  things  we 
have  to  do  to  make  sure  that  this  is  done?  Because  I  think  this  is 
very,  very  important  because  people  are  relying  more  and  more  on 
trusts.  When  you  start  talking  about  what  type  of  trust  and  every- 
thing you  lose  me,  and  I  think  that  you  probably  lose  my  staff  too. 
So,  I  think  it  is  important.  Maybe  if  you  would  be  willing  to  work 
with  us,  we  would  be  willing  to  take  the  lead  in  talking  to  Ways 
and  Means  and  also  working  with  Senate  Finance  to  try  to  see  if 
we  can't  perfect  it. 
Mr.  CoLLESfS.  Certainly,  Mr.  Chairman. 
Mr.  McBride.  We  would  be  happy  to. 
Chairman  BiLBRAY.  Thank  you. 
Mr.  Portman. 

Mr.  Portman.  I  appreciate  your  testimony.  I  along  with  the 
chairman  appreciate  your  working  with  us  to  try  to,  perhaps,  im- 
prove the  bill  in  certain  regards  with  respect  to  the  trust  language. 
The  other  change  that  we  heard  about  today,  Mr.  Chairman,  is 
this  notion  of  C  corporations  being  permitted  to  be  wholly  owned 
subsidiaries  but  not  S  corporations  and  perhaps  you  could  work 
with  us  on  that  as  well.  That  seems  to  be  a  fairly  simple  change 
in  terms  of  the  language.  But  perhaps,  give  us  some  further  analy- 
sis as  to  the  implications  of  that. 

I  guess  there  is  a  tax  implication,  or  revenue  implication  of  that 
because  the  thought  that  more  C  corporations  would  then  be  con- 
verted to  S  corporations,  and  at  least  as  the  CBO  would  score  that 
you  would  see  a  reduction  in  the  corporate  income  tax. 

Those  seem  to  be  the  two  changes  that  have  come  out  of  our 
hearing  today.  I  will  again  open  it  up  and  see  if  I  have  missed  any. 
Are  there  any  other  changes  that  you  would  like  to  see  in  the  exist- 
ing legislation? 

Mr.  Collins.  I  think  the  subsidiary  one  is  by  far  the  most  impor- 
tant one,  Mr.  Portman. 

Mr.  McBride.  I  would  like  to  address  one  very  narrow  aspect  of 
the  way  the— and  this  gets  into  the— forgive  me,  Mr.  Chairman. 

This  gets  into  some  of  the  technical  language  of  the  bill.  But  in 
the  bill  there  is  a  definition  of  the  qualified  electing  S  corporation 
trust,  and  it  sort  of  sets  out  special  and  unique  rules  that  have  to 
apply  to  that  trust  for  that  trust  to  remain  qualified. 

One  of  those,  for  example,  and  Bryan  is  probably  a  little  more 
familiar  with  the  details  than  I  am,  that  the  part  of  the  trust  that 
owns  the  S  corp  stock  would  have  to  be  taxed  as  a  separate  trust. 
I  don't  believe  that  that  is  necessarily  required. 

I  think  the  origin  of  it  is— I  only  speculate,  but  I  think  the  origin 
of  it  is  and  it  goes  to  the  question  you  asked  about  the  conversion 
of  C's  to  S's  and  the  revenue  impact.  I  think  that  there  is  a  sense 
of  concern,  perhaps,  in  the  policy  committees  and  perhaps  in  Treas- 
ury about  the  loss  of  revenue  or  the  deferral  of  revenue,  and  when- 
ever there  is  a  pass  through  entity  such  as  an  S  corp  where  the 
implication  is  the  income  is  going  to  be  taxed  within  a  year  either 
at  the  corporate  level  or  the  shareholder  level,  if  you  start  allowing 
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in  intermediary  entities,  such  as  trusts,  partnerships,  or  even  a 
consolidated  group  of  S  corporations  which  is  kind  of  a  neat  concept 
if  we  were  able  to  achieve  that,  I  will  bet  you  there  is  a  concern 
that  there  is  going  to  be  some  deferral  opportunity  that  nobody  has 
thought  about  yet. 

So,  I  suspect  the  little  narrow  area  that  I  have  focused  on  as  well 
as  some  of  the  concerns  that  you  have  addressed  stem  from  that 
concern,  and  that  needs  to  be  looked  at  very  carefully. 

Perhaps  there  is.  Perhaps  that  can  be  dealt  with,  however,  in  a 
way  that  is  different  than  creatine  another  technicality,  which  is 
to  for  tax  purposes  not  only  have  this  one  trust  but  then  you  have 
to  treat  the  S  corp  part  of  the  trust  as  yet  a  separate  trust,  which 
is  just  adding  more  complexity  which  we  really  shouldn't  do  unless 
we  absolutely  have  to. 

Mr.  PoRTMAN.  Well,  I  would  certainly  agree  with  that.  I  agree 
with  your  general  comments  and  your  testimony  with  regard  to 
complexity.  I  would  just  make  one  final  comment,  and  that  is  it  is 
possible  with  these  sorts  of  bills  that  you  don't  get  all  you  want, 
and  what  I  would  ask  all  of  us  to  do  is  to  think  about  what  the 
priorities  are. 

To  me,  it  seems  to  me  there  are  three  basic  priorities.  One  is  the 
technical  traps,  and  I  think  all  of  us  would  agree  that  those  need 
to  be  corrected,  and  I  think  they  would  be  relatively  noncontrover- 
sial.  Most  seem  to  have  no  revenue  impact.  Perhaps  all  of  them 
that  would  have  revenue  impact,  that  is  something  one  could  do 
under  suspension. 

But  the  second  one  would  be  access  to  capital,  capital  formation. 
It  seems  to  me  that  is  a  priority  of  certainly  this  subcommittee  and 
of  the  witnesses  who  have  been  here  today  that  you  need  to  give 
S  corporations  the  ability  to  go  out  and  attract  capital  in  a  new  en- 
vironment that  has  changed  must  since  the  1950's.  The  third  would 
be  the  succession  issue.  The  preservation  of  family  owned  busi- 
nesses. 

I  just  think  we  need  to  think  about  which  of  these  are  top  prior- 
ities. I  think  they  are  all  priorities  to  the  people  here  today.  But 
as  we  work  through  this  process  it  is  possible  that  because  of  the 
revenue  in  particular  that  some  of  these  may  be  dropped  out. 

Thank  you,  Mr,  Chairman,  again  for  having  the  hearing  today. 

Chairman  Bilbray.  I  had  one  last  question  before  we  leave.  I 
had  mentioned  earlier  to  the  first  panel,  and  Mr.  Hoagland  in  par- 
ticular, what  was  the  potential  liability  for  the  government  in  for- 
mation of  subchapter  S  corporations. 

Right  now  if  you  are  an  individual  or  a  partnership,  if  there  is 
taxes  owed  to  the  Federal  Government,  other  than  withholding,  be- 
cause certain  types  pass  over  whether  you  are  a  C  corporation  or 
S  corporation,  if  you  formed  a  subchapter  S  corporation  and,  say, 
you  owed  taxes  fi*om  the  corporation  for  whatever  reason  other 
than  withholding,  the  privileged  type  of  taxes,  does  the  stockhold- 
ers and  the  officers  under  a  subchapter  S,  could  they  file  bank- 
ruptcy and  expunge  the  debt  to  the  IRS. 

Mr.  Collins.  Mr.  Chairman,  since  the  tax  liability  on  the  income 
of  the  S  corporation  is  the  personal  tax  liability  of  the  shareholders, 
if  the  S  corporation  files  bankruptcy,  that  will  have  no  effect  on  the 


40 

Federal  income  taxes  owed  by  the  shareholders  of  the  S  corpora- 
tion. 

The  shareholders  would  individually  have  to  file  bankruptcy  to 
seek  that  sort  of  protection. 

Chairman  BiLBRAY.  So,  if  the  corporation,  if  subchapter  S  cor- 
poration owed  $200,000  in  taxes  from,  sav,  sale  of  property  or  from 
sale  of  the  business,  they  didn't  have  the  $200,000  for  whatever 
reason,  the  subchapter  S  file  bankruptcy,  then  if  you  had  30  stock- 
holders each  one  would  be  liable  for  that  portion  on  their  own  tax 
return? 

Mr.  Collins.  Yes,  sir. 

Chairman  BiLBRAY.  Thank  you.  Thank  you  very  much  for  coming 
today,  and  we  appreciate  your  time  and  the  fact  that  you  waited 
so  long  to  testify. 

[Whereupon,  at  12:30  p.m.,  the  subcommittee  was  adjourned  sub- 
ject to  the  call  of  the  chair.] 
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Opening  statement  of  the 

Honorable  James  H.  BUbray 

Chairman 

June  23,  1994 

Today,  the  Subcommittee  will  highlight  efforts  the  current  structure  of  Subchapter  S 
Corporations.  The  Subcommittee  takes  particular  interest  in  this  issue  because  of  the  effect  that 
changes  to  the  S  Corporation  rules  would  have  on  small  business.  It  is  estimated  that  at  this 
time  there  are  approximately  2  million  small  businesses  that  operate  as  Subchapter  S 
Corporations. 

Subchapter  S  status  has  long  served  as  a  critical  vehicle  for  emerging  small  businesses  to  attract 
capital  and  achieve  growth.  By  taking  away  the  burden  of  double  taxation,  yet  allowing  small 
businesses  the  benefits  of  limited  liability  associated  with  corporate  status,  S  Corporations  have 
served  as  the  cornerstones  for  entrepreneurial  growth  in  this  country. 

However,  since  their  incq)tion  in  1958,  a  number  of  rules  have  become  antiquated  and  the 
administrative  aspects  of  S  Corporations  have  become  increasingly  complex  and  often 
unfortunately  penalizing  to  small  businesses.  Today,  the  Subcommittee  v^  be  focusing 
primarily  on  legislation  introduced  by  Congressman  Hoagland,  HR  4056,  which  seeks  to  update 
these  rules  and  reform  many  of  sections  that  are  currently  hindering  S  corporation  growth.  I 
am  happy  to  not  only  be  a  cosponsor  of  this  legislation  but  to  have  Congressman  Hoagland  come 
before  us  today  to  highlight  his  legislation.  In  addition,  I  am  delighted  to  have  Jere  Glover 
Chief  Counsel  for  Advocacy  for  the  Small  Business  Administration  highlight  the  effect  that  S 
Corporations  and  this  legislation  will  have  on  small  businesses. 

In  essence  the  bill  will  reform  a  number  of  areas  that  will  expand  capital  access,  promote  growth 
and  of  critical  importance  to  small  businesses,  promote  family  owned  businesses.  By  expanding 
shardiolder  eligibility,  limits,  and  types  of  stock  issued,  the  legislation  will  enhance  access  to 
capital.  By  simplifying  complex  rules  and  requirements,  small  businesses  will  be  able  to  avoid 
unexpected  pitfalls  and  continue  to  expand  and  grow.  Finally  by  reforming  rules  regarding  trust 
arrangements,  we  will  be  able  to  promote  the  family  owned  business,  the  cornerstone  of 
America's  small  businesses. 

In  addition  to  Congressman  Hoagland  and  Mr.  Glover,  today  we  have  a  distinguished  pane!  of 
small  businesses  and  industry  experts.  The  Subcommittee  looks  forward  to  their  testimony. 
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Mr.  Chairman  and  Members  of  the  Subcommittee,  thank  you  for 
permitting  me  this  opportunity  to  testify  about  an  issue  central 
to  the  competitiveness  of  so  many  American  businesses.   Thank 
you  also  for  bringing  the  critical  issue  of  capital  access  for 
entrepreneurs  to  this  national  forum,  where  it  is  my  hope  that 
real  legislative  answers  can  be  found  for  very  real  problems 
affecting  productivity  and  growth. 

My  name  is  Robert  Blair,  and  I  am  the  founder  and  chairman 
of  a  coalition  called  the  S  Corporation  Reform  Project,  or 
•S-CORP*.   We  are  the  only  organization  devoted  exclusively  to 
representing  S  corporations'  federal  policy  concerns.   S-CORP 
was  formed  in  1993,  with  several  dozen  S  corporations  seeking  to 
improve  the  policy  environment  governing  their  business  opera- 
tions.  Less  than  a  year  later,  through  our  members,  affiliates 
and  trade  association  affiliations,  we  speak  on  behalf  of  more 
than  40,000  S  corporations  nationwide. 
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TPPIg  I? WHO  ARE  AMBRICA/fl  8  CORPORATIOKS? 

The  latest  Treasury  Department  statistics  available 
indicate  that  there  are  1.6  million  corporations  organized  under 
Subchapter  S  of  the  Internal  Revenue  Code  in  America  today. 
These  businesses  are  not  concentrated  in  any  geographic  region, 
nor  are  they  aggregated  in  a  particular  industry.   Rather,  they 
are  evenly  spread  across  the  industrial  base,  with  about  a  third 
of  S  corporations  in  the  service  sector,  a  third  in  the  retail 
trade  and  financial  sectors,  and  a  third  in  manufacturing, 
■ining,  agriculture  and  other  traditionally  'heavier* 
industries . 

S  corporations  account  for  40  percent  of  all  U.S.  corporate 
taxpayers,  and  fund  11  percent  of  the  entire  corporate  tax  base. 
FroB  these  statistics,  we  know  that  S  corporations  are  an  inte- 
gral part  of  the  U.S.  economy,  and  that  they  tend  to  be  most 
prevalent  among  small-  and  medium-sized  businesses. 

The  most  common  feature  among  S  corporations  is  that  they 
are  the  structure  of  choice  for  the  American  entrepreneur.   This 
is  so  because,  as  an  entity  whose  profits  and  losses  accrue  di- 
rectly to  its  shareholders,  the  S  corporation  structure  makes 
sense  for  businesses  which  are  closely  held  companies,  owned  and 
operated  by  the  same  individual  or  group  of  individuals.   Not 
surprisingly,  S  corporations  are  commonplace  among  family 
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businesses.   I  night  add  that,  as  a  logical  structure  for 
closely  held  start-up  coupanies,  S  corporations  are  also  quite 
conunon  among  the  many  minority-  and  women-ovmed  businesses  that 
are,  fortunately,  becoming  more  prevalent  on  the  national 
economic  landscape. 

TOPIC  lit CURRENT  POLICIES  HINDER  GROWTH 

The  capital  concerns  of  S  corporations  are  unique  due  to 
the  unusual  requirements  of  the  provisions  in  the  Internal 
Revenue  Code,  under  which  they  were  established.   S  corporations 
are  essentially  pass-thrcugh  corporations.  Specifically,  these 
businesses  have  the  pass-through  taxation  feature  of  partner- 
ships, with  limited  liability  features  of  'standard'  corpora- 
tions (so-called  *C  corporations')  .   But  S  corporations  are 
neither  partnerships  nor  C  corporations,  and  thus,  their 
operating  and  financial  structures  are  also  distinct.   Before  I 
discuss  the  particular  concerns  of  S  corporations,  though,  let 
me  say  that  I  do  not  believe  Congress  intended  to  set  productiv- 
ity traps  for  S  corporations  when  it  created  the  rules  for  these 
businesses  in  the  late  1950s. 

In  fact,  I  would  argue  that,  in  the  nearly  four  decades 
that  have  passed  since  the  S  corporation  provisions  of  the 
Internal  Revenue  Code  were  enacted.  Congressional  efforts  to 
promote  entrepreneurship  have  been  highly  successful.   By 


45 


permitting  this  special  corporate  structure,  which  limits  the 
owners'  direct  liability  to  have  many  of  the  tax  benefits  of 
partnerships.  Congress  encouraged  literally  millions  of 
Americans  to  form  new  businesses. 

Unfortunately,  many  of  the  rules  governing  S  corporations 
are  simply  no  longer  appropriate.   The  S  corporations  that  were 
established  a  generation  or  two  ago  have  matured.   Their 
operations  are  more  complex,  as  are  their  operating  needs.   As  a 
result  of  the  growth  of  those  businesses  and  the  significant 
changes  that  have  occurred  in  the  business  world  over  the  past 
40  years,  many  of  the  S  corporations'  requirements  effected  in 
the  1950s  to  encourage  entrepreneurship,  restrict  business 
growth  instead. 

I  do  not  believe  thot  Congress  sought  to  hinder  or  impede 
the  growth  of  S  corporations  in  subsequent  years,  when  S 
corporation  rules  were  updated.   Instead,  many  of  the  current 
burdens  on  S  corporations  are  the  by-products  of  other  legisla- 
tive efforts.   A  glaring  example  of  this  was  the  1993  increase 
in  top  personal  tax  rates,  which  rose  from  31  percent  to  39.6 
percent.   Since  S  corporation  shareholders  pay  corporate  taxes 
at  rates  which  apply  to  individuals,  the  rate  increase 
exacerbated  disproportionately  the  tax  burden  borne  by  S 
corporations . 
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Although  I  am  not  here  today  to  argue  for  rate  relief,  I 
nevertheless  believe  that  it  is  important  to  point  out  that  S 
corporations  suffered  a  '.ar  higher  increase  in  their  tax  bills 
than  any  other  type  of  corporate  entity,  since  the  top  corporate 
rate  jumped  only  one  percentage  point  and  the  personal  rate  rose 
by  almost  nine  times  that  amount.   More  troubling  is  that  the 
increase  in  rates  paid  by  S  corporations  made  no  distinction  be- 
tween the  earnings  distributed  to  shareholders  and  the  funds 
which  were  reinvested  in  the  businesses  for  upkeep  and  growth. 
As  a  direct  result,  S  corporation  shareholders  pay  higher  taxes 
on  their  own  take-home  earnings  and  on  their  pro  rata  share  of 
corporate  reinvestment. 

The  unintended  result  of  this  tax  policy  is  easily 
illustrated.   Let  us  assume  that  an  S  corporation  owner's 
•share"  of  her  company's  earnings  is  $250,000.   Of  that  amount, 
she  takes  home  $125,000  in  wages  and  distributions,  and  invests 
the  remaining  $125,000  to  purchase  a  new  machine  and  hire  new 
workers.   According  to  current  law,  the  owner  must  pay  taxes  on 
the  full  $250,000  as  if  it  were  income.   Thus,  at  the  end  of  the 
year,  that  shareholder  will  pay  federal  income  taxes  at  an 
astonishing  rate  of  64  percent  of  her  actual  take-home  pay. 
More  importantly,  she  will  pay  the  sane  tax  bill  as  another 
business  owner  who  took  home  $250,000  in  salary  and  distribu- 
tions and  reinvested  nothing. 
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It  should  not  be  suzprislng,  therefore,  that  nany  S  corpo> 
rations  are  now  scaling  back  investment  in  their  operations.   In 
a  recent  survey  conducted  by  the  National  Association  of  Manu- 
facturers of  more  than  a  thousand  S  corporations,  51  percent  of 
the  respondents  said  that  they  are  decreasing  their  general 
business  investment  as  a  direct  result  of  the  1993  Tax  Bill. 
Thirty  percent  of  the  respondents  said  they  were  specifically 
reducing  their  investment  in  jobs.   These  trends  are  nothing 
short  of  alarming,  and  I  hope  that  Congress  will  find  these 
numbers  to  be  a  true  call  to  action. 

The  lesson  to  be  learned  is  that  any  broad-based  economic 
policy  that  will  somehow  affect  S  corporations  must  take  these 
companies  and  their  unique  corporate  structure  into  consider- 
ation.  A  blind  eye  to  the  needs  of  S  corporations  is  something 
akin  to  building  a  national  highway  system  whose  entry  ramps  are 
too  narrow  to  accommodate  40  percent  of  the  cars  getting  on. 

TOPIC  III;   RESTRICTED  CAPITAL  ACCESS 

When  burdens  like  this  are  placed  on  the  capital  of  S 
corporations,  I  submit  that  it  is  critical  that  alternative  and 
accessible  forms  of  capital  be  available  to  these  companies.   If 
capital  is  not  easily  accessible,  the  hypothetical  access  ramp 
is  narrowed  even  further. 
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Unfortunately  for  S  corporations,  there  are  many  other 
restrictions  on  their  capital  access  which  hinder  their  ability 
to  grow.   The  Subcommittee  will  hear  from  business  owners  this 
morning  who  can  attest  to  the  implications  of  capital  restric- 
tions on  their  companies.   Let  me  then  explain  some  of  the 
general  restrictions  on  S  corporations  which  hinder  S  corpora- 
tions' competitive  abilities. 

Debt  and  Eouitv  Restrictions.   First,  S  corporations  are  permit- 
ted to  have  only  a  single  class  of  shareholders.   They  are  not 
permitted  to  have  two-tiered  equity  structures,  or  to  issue  debt 
that  is  convertible  to  equity.   Because  of  these  limitations,  S 
corporations  are  unable  to  access  capital  from  the  many  types  of 
investors  and  lenders  who  typically  prefer  to  be  sheltered  from 
the  direct  risk  associated  with  holding  common  stock.  They  also 
cannot  obtain  equity  capital  without  giving  new  investors  some 
control  over  the  business,  since  all  S  corporation  shares  must 
take  the  form  of  a  voting  interest  in  the  company.   They  would 
enhance  their  ability  to  raise  capital  and  to  maintain  control. 

Limits  on  Shareholder  Number  and  Type.   Current  law  also  limits 
an  S  corporation  to  35  shareholders,  and  further  prohibits  many 
types  of  shareholders  —  including  most  trusts  and  all  tax- 
exempt  entities  —  from  owning  S  corporation  stock.   In  addition 
to  simply  eliminating  potential,  additional  capital  sources. 
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there  are  two  Important  offects  of  these  limits.   First,  family 
businesses  which  are  run  by  either  more  than  one  family  or  by 
several  generations  of  a  single  family  will  easily  hit  the 
shareholder  limit.   As  a  result,  participation  will  have  to  be 
denied  to  important  family  members  —  either  senior  members  who 
know  the  business  best,  or  junior  members  who  hold  the  most 
promise  for  the  business'  future. 

Second,  shareholder  restrictions  prevent  S  corporations 
from  creating  employee  stock  ownership  programs,  or  'ESOPs*. 
ESOPs  are  important  sources  of  capital  for  many  companies,  and 
they  are  equally  important  sources  of  long-term  security  for 
many  workers.   Moreover,  permitting  employees  to  participate  in 
the  upside  gains  of  a  company  is  arguably  the  best  way  to  moti- 
vate a  business'  workforce.   The  Economist  recently  reported 
that,  on  average,  companies  which  combine  employee  ownership 
with  participation  grow  about  10  percent  faster  than  they  did 
before  these  programs  were  created.   And,  a  recent  study 
directed  by  former  Labor  Secretary  John  Dunlop  shows  that  worker 
participation  can  boost  the  competitive  advantage  of  any 
business . 

Yet,  S  corporations  and  their  employees  are  forbidden  from 
gaining  these  competitive  advantages,  because  their  employees 
cannot  participate  through  ESOPs  as  owners  in  the  business  in 
the  first  place. 
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l.i«it«  on  Corpor>t«  Control  and  OwnTship.   s  corporations  are 
further  restricted  by  prohibitions  on  their  ovmership  of 
subsidiary  companies.   What  this  neans  is  that  S  corporations 
cannot  effectively  expand  their  operations  through  various  forms 
of  vertical  integration,  which  may  be  critical  to  their  ability 
to  compete  in  a  given  industry.   Moreover,  by  prohibiting  S  cor- 
porations from  having  wholly  owned  subsidiaries,  current  law 
also  disqualifies  these  companies  from  growing  through  many 
standard  types  of  acquisitions.   This  not  only  hurts  S  corpora- 
tions, it  also  limits  the  pool  of  potential  buyers  of  many 
ailing  and  financially  troubled  American  businesses,  which 
unfortunately  remain  in  considerable  supply. 

These  are  but  a  few  of  the  most  onerous  capital  restric- 
tions currently  imposed  on  S  corporations.   Other  capital  re- 
strictions exist  in  the  form  of  limited  deductibility  of  ben- 
efits, excessive  and  unnecessary  administrative  burdens  on  tax 
planning,  and  statutory  burdens  on  estate  planning.   Separately 
and  together,  these  prohibitions  restrict  the  growth  of  the 
sizeable  American  S  corporation  community. 

TOPIC  IV » THE  VALDE  OF  8  CORPORATION  REFORM 

The  good  news  is  that  legislation  has  been  put  forward  in 
both  Chambers  to  address  many  of  the  hurdles  these  companies  now 
face.   While  few  panaceas  exist,  H.R.  4056,  or  the  "S  Corpora- 
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tion  Reform  Act,"  would  alleviate  a  great  number  of  the  restric- 
tions which  plague  S  corporations  and  limit  their  capital 
access.   The  S  Corporation  Reform  Project  strongly  supports  this 
measure . 

The  bill  would  grant  S  corporations  access  to  important 
types  of  capital  which  are  presently  unavailable.   New  classes 
of  debt  and  equity  could  be  issued,  and  the  limits  on  the  number 
and  type  of  permissible  shareholders  would  be  expanded.   Compa- 
nies would  be  able  to  create  ESOPs,  and  would  be  able  to  grow 
through  acquisitions  as  well  as  start-up  efforts.   Health  care 
and  other  basic  benefits  would  be  deductible  (so  long  as  they 
are  provided  equally  to  owners  and  employees)  .   And,  efforts  to 
pass  family  businesses  from  one  generation  to  the  next  would  be 
enhanced  through  improvements  to  estate  planning  and  the 
reclassification  of  all  family  members  as  a  single  shareholder 
of  the  company.   The  bill  would  also  simplify  s  corporation 
taxes  by  eliminating  many  of  the  obsolete  tax  traps  which 
frequently  *catch'  unwary  S  corporation  tax  planners,  often 
resulting  in  the  loss  of  S  corporation  elections. 

This  legislation  makes  good  business  sense  —  for  the  S 
corporations,  their  employees,  and  the  economy  at  large.   H.R. 
4056  is  an  opportunity  for  this  Congress  to  take  a  pro-active 
approach  to  solving  real  business  problems.   The  legislation  is 
pro-business,  pro-worker,  pro-community  and  pro-growth. 
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Not  only  am  I  encouraged  by  what  H.R.  4056  can  accomplish, 
I  am  also  encouraged  by  the  wide  acceptance  this  legislation  has 
gained  since  its  recent  introduction  in  Congress.   More  than  a 
third  of  the  Senate  has  cosponsored  this  measure,  and  while  the 
bill  has  only  recently  been  introduced  in  the  House,  already 
nearly  half  the  Ways  and  Means  Committee  and  nearly  half  of  this 
Subcommittee  are  cosponsors  as  well.   Furthermore,  in  both  the 
House  and  the  Senate,  cosponsorship  is  divided  equally  among 
Democrats  and  Republicans.   I  cannot  recall  the  last  time  there 
was  such  bipartisan  support  for  an  economic  policy  measure. 

I  believe  that  the  proposed  S  Corporation  Reform  Act  has 
been  so  widely  embraced  because  it  is  a  measure  which  represents 
fairness  and  real  simplification.   It  encourages  American 
entrepreneurship  and  growth.   It  recognizes  the  economic  value 
that  S  corporations  have  long  created.   And,  it  represents 
opportunity  on  a  massive  scale  for  a  true  cross-section  of  the 
U.S.  industrial  base  and  the  American  populace. 

Already,  several  Members  of  this  Subcommittee  —  most 
notably,  you,  Mr.  Chairman,  and  Congressman  Portman,  who  was  an 
original  cosponsor  of  H.F.  4056  —  are  actively  engaged  in 
efforts  to  pass  the  bill  this  year.   I  hope  that  others  will 
follow  their  important  lead  and  move  to  make  positive  S  corpora- 
tion reform  a  reality  in  1994. 

Thank  you  again  for  this  opportunity.   If  the  Members  here 
today  have  any  questions,  I  would  be  pleased  to  answer  them. 
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TESTIMONY  OF  JACK  CAKEBREAD 

ON  BEHALF  OF 

CAKEBREAD  CELLARS  WINERY  AND  VINEYARD  AND 

THE  AMERICAN  VINTNERS  ASSOCIATION 

BEFORE  THE  HOUSE  SMALL  BUSINESS  COMMITTEE 

SUBCOMMITTEE  ON  PROCUREMENT,  TAXATION  AND  TOURISM 

"ENTREPRENEURSHIP  AND  CAPITAL  FORMATION" 


MR.  CHAIRMAN  AND  MEMBERS  OF  THE  COMMITTEE.  MY  NAME  IS  JACK 
CAKEBREAD,  FOUNDER  AND  OWNER  OF  CAKEBREAD  CELLARS,  A  FAMILY  OWNED 
WINERY  AND  VINEYARD  LOCATED  IN  THE  RUTHERFORD  REGION  OF  THE  NAPA 
VALLEY  IN  CALIFORNIA. 

I  APPEAR  BEFORE  YOU  TODAY  ON  BEHALF  OF  CAKEBREAD  CELLARS  AND  ON 
BEHALF  OF  THE  AMERICAN  VINTNERS  ASSOCIATION,  THE  NATIONAL  TRADE 
ASSOCIATION  OF  AMERICAN  WINERIES,  TO  TELL  YOU  OF  OUR  STRONG  SUPPORT  OF 
H.R.  4056  THE  "S"  CORPORATION  REFORM  ACT. 

AT  PRESENT  THERE  ARE  OVER  1 300  AMERICAN  WINERIES  LOCATED  IN  FORTY-FOUR 
(44)  STATES  WITH  COMBINED  SALES  REVENUES  EXCEEDING  10  BILLION  DOLLARS 
ANNUALLY.  THE  OVERWHELMING  MAJORITY  OF  THESE  WINERIES  ARE  FAMILY- 
OWNED,  SMALL  BUSINESS  FARM  WINERIES.  OF  PARTICULAR  INTEREST  TO  THIS 
COMMITTEE  IS  THE  FACT  THAT,  IN  MANY  STATES,  THESE  FAMILY  OWNED 
OPERATIONS  ARE  GROUPED  IN  VITICULTURAL  REGIONS  THAT  DEVELOP  INTO 
MAJOR  SOURCES  OF  LOCAL  ECONOMIC  DEVELOPMENT  AND  TOURISM.  FOR 
INSTANCE,  NAPA  VALLEY,  WHERE  CAKEBREAD  CELLARS  IS  LOCATED,  IS  ONE  OF 
THE  LARGER  TOURIST  ATTRACTIONS  IN  CALIFORNL\,  ACCOUNTING  FOR  OVER  $7 
MILLION  IN  ANNUAL  TOURIST  REVENUE.  YET,  NAPA  VALLEY,  THE  MOST  FAMOUS 
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WINE  GROWING  REGION  IN  THE  UNITED  STATES  ACCOUNTS  FOR  LESS  THAN  5%  OF 
THE  WINE  PRODUCED  IN  THE  UNITED  STATES.  OTHER  WINE  REGIONS  IN 
CALIFORNIA  AND  IN  STATES  SUCH  AS  VIRGINIA,  OHIO,  NEW  YORK,  OREGON,  TEXAS 
AND  WASHINGTON  HAVE  EXPERIENCED  SIMILAR  SUCCESS  IN  DEVELOPING  AND 
ATTRACTING  STRONG  REGIONAL  TOURIST  INTEREST. 

I  COME  HERE  TODAY  NOT  SOLELY  AS  A  WINERY  OWNER  BUT  AS  A  SMALL  BUSINESS 
MANAGER  WHO  RUNS  A  FAMILY-OWNED  BUSINESS.  MY  WIFE  AND  I  BEGAN 
CAKEBREAD  CELLARS  IN  1973.  NOW,  TWENTY  YEARS  LATER  MY  THREE  SONS  AND 
TWO  DAUGHTERS-IN-LAW  HAVE  ACTIVELY  JOINED  THE  BUSINESS.  DURING  THAT 
TIME  THE  BUSINESS  HAS  GROWN  TO  $10  MILLION  IN  REVENUES  ANNUALLY, 
EMPLOYING  SOME  25  FULL  TIME  WORKERS.  YET,  AS  MOST  WOULD  CONSIDER 
CAKEBREAD  CELLARS  TO  BE  A  SUCCESS  STORY,  TODAY  MY  FAMILY  AND  I  FACE 
THE  GREATEST  CHALLENGES  EVER  IN  WORKING  TO  MAINTAIN  OUR  BUSINESS. 

OUR  IMMEDIATE  CHALLENGE  IS  FINANCING  OUR  ONGOING  BUSINESS  NEEDS.  AS 
A  SUB  CHAPTER  "S"  CORPORATION  WE  HAVE  ALL  THE  BENEFITS  OF  MAINTAINING 
FAMILY  CONTROL  BUT  AT  A  SERIOUS  PRICE.  AS  A  RESULT  OF  THE  1993  TAX 
CHANGES  SUB  "S"  CORPORATIONS  MUST  PAY  HIGHER  TAXES,  MONIES  THAT  IN  THE 
PAST  WOULD  HAVE  BEEN  REINVESTED  IN  THE  FAMILY  BUSINESS.  WE  ARE  NOW 
TAXED  ON  OUR  REINVESTED  EARNINGS  THUS  DISCOURAGING  INVESTMENT  IN 
EXPANSION. 

DUE  TO  OUR  STATUS  AS  A  "S"  CORPORATION,  LOANS  WE  RECEIVE  FROM  THE  FARM 
CREDIT  SYSTEM  MUST  BE  GUARANTEED  INDIVIDUALLY  BY  OUR  FAMILY  MEMBERS. 
ALL  ASSETS  IN  THE  WINE  BUSINESS  ARE  ENCUMBERED  WHEN  FINANCING  THE 
VINEYARDS.  THIS  IS  A  PARTICULAR  PROBLEM  TODAY  AS  WE  IN  CALIFORNIA  ARE 
FIGHTING  THE  DESTRUCTION  OF  OUR  VINEYARDS  BY  A  SMALL  INSECT  KNOWN  AS 
PHYLLOXERA.  PHYLLOXERA  INFESTATION  IN  THE  CAKEBREAD  VINEYARDS  HAS 
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FORCED  US  TO  REPLANT  VIRTUALLY  OUR  ENTIRE  VINEYARD.  ALL  OF  THIS 
REPLANTING  ML'ST  BE  FINANCED,  YET  THE  BANKS  ONLY  FINANCE  WINERIES  ON  A 
CASH  FLOW  BASIS.  THUS,  JUST  WHEN  WE  NEED  FINANCING  THE  MOST  TO  REPLANT, 
OUR  CASHFLOW  IS  WEAKEST  DUE  TO  REDUCED  GRAPE  PRODUCTION  FROM  YOUNG 
IMMATURE  VINES.  CONSEQUENTLY.  I  MUST  USE  MY  PERSONAL  ASSETS  FOR 
REPLANTING  FURTHER  LIMITING  THE  WINERIES  ABILITY  TO  GAIN  FINANCING  TO 
FURTHER  ITS  GROWTH. 

UNFORTUNATELY,  OUR  STATUS  AS  AN  "S"  CORPORATION  SEVERELY  LIMITS  OUR 
ABILITY  TO  RAISE  EQUITY  CAPITAL.  AS  THE  LAW  PREVENTS  US  FROM  HAVING  A 
CLASS  OF  SHAREHOLDERS  WE  CANNOT  ISSUE  PREFERRED  STOCK,  CONVERTIBLE 
DEBT  OR  CONVERTIBLE  PREFERRED  DEBT.  VENTURE  CAPITAL  IS  NOT  AN  OPTION 
FOR  FAMILY-OWNED  BUSINESS  AS  VENTURE  CAPITALISTS  PREFER  SECURITIES 
THAT  ARE  CONVERTIBLE  AND  GENERALLY  WANT  CONTROL  OF  THE  COMPANY. 
CONSEQUENTLY,  WE  MUST  RELY  UPON  OUR  OWN  RESOURCES  TO  FINANCE  THE 
BUSINESS  OFTEN  LIMITING  GROWTH  AND  PRODUCTIVITY.  PASSAGE  OF  H.R.  4056 
WILL  EASE  THIS  BURDEN  BY  FREEING  UP  NEW  SOURCES  OF  CAPITAL 
OPPORTUNITIES. 

I  AM  PLEASED  TO  SAY  THAT  THE  CAKEBREAD  FAMILY  IS  CONTINUALLY  MEETING 
THESE  DIFFICULT  CHALLENGES  WHILE  GROWING  THE  BUSINESS.  BUT,  TO  WFL\T 
END.  AS  NEITHER  MY  WIFE  NOR  I  ARE  IMMORTAL,  THE  DEATH  TAX  COLLECTOR 
WILL  ONE  DAY  KNOCK  ON  MY  FAMILY'S  DOOR.  THIS  WILL  LEAVE  MY  CHILDREN 
AND  GRANDCHILDREN  ONLY  ONE  CHOICE  --  SELL  THE  BUSINESS.  IT  IS  TRULY 
INCREDIBLE  TO  THINK  THAT  CONGRESS  TAKES  THIS  NATION'S  MOST  VALUABLE 
ASSET,  THE  FAMILY  UNIT,  ENCOURAGES  IT  TO  BUILD  A  BUSINESS  AND  THEN  UPON 
DEATH  OF  THE  FIRST  GENERATION,  FORCES  ITS  SALE. 

OUR  FAMILY  HAS  HAD  TO  SPEND  AN  INORDINATE  AMOUNT  OF  TIME 
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PLANNING  FOR  THE  SUCCESSION  OF  THE  FAMILY  BUSINESS  IN  A  MANNER  THAT 
WILL  ALLOW  MY  CHILDREN  TO  KEEP  THE  FAMILY  BUSINESS.  IN  RECENT  YEARS, 
WE  HAVE  GIVEN  SERIOUS  CONSIDERATION  TO  ABANDONING  OUR  "S" 
CORPORATION  STATUS  AND  ITS  BENEFITS  IN  FAVOR  OF  A  CORPORATE  STRUCTURE 
THAT  PROVIDES  MORE  FLEXIBILITY  FOR  ESTATE  PLANNING  PURPOSES. 

SIMILAR  CHALLENGES  HAVE  FACED  ANOTHER  AVA  MEMBER  WITH  A  MUCH 
MORE  NOTABLE  AND  HISTORIC  PAST.  THE  BILTMORE  ESTATE  WINERY  IN 
ASHEVILLE,  NC  IS  PART  OF  A  NATIONAL  HISTORIC  LANDMARK  ORIGINALLY  BUILT 
BY  THE  VANDERBILT  FAMILY  IN  1890.  THIS  HISTORIC  LANDMARK  HAS  BEEN 
OPENED  TO  THE  PUBLIC  SINCE  1 932  EVEN  THOUGH  IT  CONTINUES  TO  BE  PRIVATELY 
HELD  BY  THE  GREAT  GREAT  GRANDCHILDREN  OF  "COMMODORE"  CORNELIUS 
VANDERBILT.  AN  "S"  CORPORATION,  THE  HEIRS  TO  THE  BILTMORE  ESTATE  FACE 
THE  SAME  CHALLENGE  OF  THE  CAKEBREAD  FAMILY  --  THE  POSSIBILITY  OF 
CLOSING  OR  SELLING  A  NATIONAL  HISTORIC  LANDMARK  IN  ORDER  TO  PAY  ESTATE 
TAXES.  THAT  THE  LAW  WOULD  FORCE  SUCH  AN  OUTCOME  IS  CONTRARY  TO  THE 
VISION  OF  OUR  FOREFATHERS. 

CONGRESS  NEEDS  TO  SIMPLIFY  THE  RULES  TO  ALLOW  OWNERS  MORE 
FLEXIBILITY  IN  THE  VEHICLES  TFIEY  CAN  USE  IN  PLANNING  THEIR  "S'" 
CORPORATION  SUCCESSION. 


IN  CLOSING,  ON  BEHALF  OF  MYSELF,  MY  FAMILY,  THE  "S"  CORPORATION 
MEMBERS  OF  THE  AMERICAN  VINTNERS  ASSOCIATION  AND  ALL  AGRICULTURAL 
"S"  CORPORATIONS  THROUGHOUT  THE  UNITED  STATES,  I  WANT  TO  THANK  THE 
COMMITTEE  FOR  THE  OPPORTUNITY  TO  HELP  THE  CONGRESS  HELP  US  TO  IMPROVE 
THE  COMPETITIVENESS  OF  AMERICAN  FAMILY  BUSINESS. 

THANK  YOU 
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STATEMENT 

on 

THE  S  CORPORATION  REFORM  ACT  OF  1993  (H  R.  4056) 

scheduled  for  hearings  before  the 

SUBCOMMITTEE  ON  PROCUREMENT,  TAXATION,  AND  TOURISM 

of  the 

HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

June  23,  1994 

by 
Bryan  P.  Collins 
Arthur  Andersen 


My  name  is  Bryan  P.  Collins  and  I  am  a  partner  in  Arthur  Andersen's  Office  of  Federal  Tax 
Services  in  Washington,  DC.  I  appreciate  the  Committee's  invitation  to  testify  on  some  of  the 
technical  traps  for  S  corporations  that  are  imposed  by  the  current  S  corporation  rules  and  how 
H.R.  4056,  The  S  Corporation  Reform  Act  of  1993,  would  remove  these  traps.  I  am  testifying  in 
support  of  H.R.  4056  on  behalf  of  The  S  Corporation  Coalition,  which  is  a  group  of  companies 
fi-om  across  the  country  representing  a  wide  range  of  industries  that  supports  S  corporation 
reform. 

By  way  of  background,  I  am  the  current  Secretary  of  the  S  Corporation  Committee  of  the 
American  Bar  Association.  I  am  also  active  in  the  S  corporation  activities  of  the  AICPA  and  local 
S  corporation  organizations.  Although  I  am  not  speaking  on  behalf  of  any  of  these  organizations 
today,  over  a  period  of  years,  I,  and  other  members  of  these  organizations  and  various  trade 
associations  have  worked  on  the  development  of  S  corporation  reform  legislation  that  would  help 
modernize  Subchapter  S  of  the  Internal  Revenue  Code  to  make  it  consistent  with  the  realities  of 
today's  business  environment  by  removing  compliance  problems,  artificial  impediments  to  business 
and  technical  complexities  facing  S  corporations,  most  of  which  are  small  businesses.  I  am 
pleased  to  testify  on  that  legislation. 

Although  I  have  been  asked  to  focus  my  testimony  before  the  Committee  on  the  provisions  in  the 
S  corporation  reform  bill  that  remove  the  traps  for  the  unwary,  The  S  Corporation  Coalition  also 
supports  many  other  provisions  in  H.R.  4056  that  would  enhance  access  to  capital,  help  preserve 
family-owned  businesses,  expand  the  availability  of  S  corporation  status,  and  simplify  the  rules. 
Comments  on  some  of  these  provisions  are  included  in  this  written  submission. 

The  1958  enactment  of  the  S  corporation  rules  provided  major  tax  reform  for  small  businesses, 
enabling  them  to  obtain  the  benefits  of  limited  liability  associated  with  corporate  status  but  at  the 
same  time  not  be  hindered  by  the  double  tax  placed  on  corporations  and  their  shareholders.  Thus, 
the  S  corporation  rules  enabled  small  business  owners  to  remove  tax  considerations  fi'om  the 
decision  to  operate  in  corporate  or  non-corporate  form.  Important  reforms  were  made  to  these 
rules  in  1982.  In  the  last  12  years,  business  needs  have  changed,  and  reform  is  once  again  needed. 
H.R.  4056  would  eliminate  antiquated  S  corporation  rules  that  impede  the  growth  of  small 
businesses  and  burden  them  with  unnecessary  administrative  complexity.  More  importantly,  it 
would  expand  the  ability  of  S  corporations  to  raise  capital  to  finance  the  growth  of  their 
businesses  and  would  also  provide  rules  that  help  to  preserve  family-owned  businesses. 
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TECHNICAL  TRAPS  FOR  THE  UNWARY 


1.  Permit  the  Secretary  of  Treasury  to  Treat  Invalid  Elections  as  Effective  and 

Permit  Late  Elections 

Because  of  the  complication  of  the  rules  and  the  lack  of  sophisticated  tax  advisers,  taxpayers 
seeking  to  elect  S  corporation  status  are  not  always  successful  in  complying  with  the  many 
requirements  for  making  a  valid  S  election.  Even  worse,  certain  taxpayers  may  not  be  aware  that 
they  did  not  make  a  valid  S  election. 

Current  law  permits  the  IRS  to  grant  relief  to  an  S  corporation  that  inadvertently  terminates  its  S 
election  but  does  not  permit  the  IRS  to  validate  invalid  elections  or  to  extend  the  period  of  time 
for  making  the  S  election. 

H.R.  4056  would  remedy  these  situations  by  extending  the  authority  of  the  IRS  to  grant  relief 
First,  the  bill  would  provide  that  a  corporation  that  has  an  invalid  S  election  -  because  the 
corporation  inadvertently  failed  to  meet  the  definition  of  a  small  business  corporation  or  to  obtain 
the  required  shareholder  consents  -  may  request  IRS  to  validate  the  S  election  retroactively.  The 
bill  sets  out  the  same  criteria  as  under  current  law  relating  to  an  inadvertent  termination  of  an  S 
election  for  purposes  of  determining  whether  the  Service  should  validate  such  elections.  The 
Treasury  is  also  instructed  to  provide  for  an  automatic  waiver  procedure  in  cases  which  the 
Secretary  deems  appropriate.  This  automatic  procedure  would  obviate  the  need  for  a  ruling  fi-om 
the  IRS,  which  is  a  time  consuming  and  expensive  process. 

Second,  the  bill  provides  that  if  a  corporation  fails  to  make  a  timely  S  election  (i.e.,  by  the  1 5  th 
day  of  the  third  month  of  the  first  S  corporation  year)  and  the  Secretary  determines  that  there  was 
reasonable  cause  for  the  failure  to  timely  make  such  election,  the  Secretary  may  treat  the  election 
as  timely  made.  Thus,  it  would  appear  that  the  standards  currently  applicable  to  requesu  for 
extension  of  time  to  make  certain  elections  would  apply  as  well  to  detennine  whether  to  grant 
relief  to  late  S  elections. ' 


2.  Require  Only  Consent  of  Affected  Shareholders  to  Interim  Oosing  of  the  Books  on 

Termination  of  Shareholder  Interest 

Current  law  requires  that  if  a  shareholder  terminates  an  interest  in  an  S  corporation  during  the 
taxable  year,  the  corporation  and  all  persons  who  are  shareholders  during  the  taxable  year  must 
agree  to  close  the  books  on  the  date  of  termination.  This  requires  that  shareholders  consent  even 
if  they  are  unaflFected  by  the  election.  The  bill  would  eliminate  the  requirement  that  all 
shareholders  consent  to  the  closing  and  instead  requires  only  that  the  "aflFected  shareholders"  (the 
shareholder  whose  interest  is  terminated  and  all  shareholders  to  whom  such  shareholder 
transferred  shares  during  the  year)  consent  to  the  closing.  This  change  will  ease  procedural 
problems  in  preparing  and  filing  timely  corporate  tax  returns. 


•See  Treas.  Reg.  §  301.9100. 
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3.  Repeal  Excessive  Passive  Income  as  a  Termination  Event 

Under  current  law,  if  more  than  25  percent  of  the  gross  receipts  of  an  S  corporation  are  passive 
investment  income,  a  corporate  level  tax  will  be  imposed  on  the  excess  passive  income  of  the 
corporation.  In  addition,  the  S  election  of  the  corporation  is  terminated  if  at  the  close  of  three 
consecutive  years  the  corporation  has  subchapter  C  earnings  and  profits  and  more  than  25  percent 
of  gross  receipts  are  from  passive  investment  income.  The  bill  would  increase  the  threshold  for 
taxing  excess  passive  income  from  25  percent  to  50  percent.  Importantly,  the  provision  would 
also  provide  that  an  S  corporation  would  not  lose  its  S  corporation  status  if  it  has  excess  passive 
income  for  three  consecutive  years.  Instead,  the  corporate  level  tax  rate  applied  to  the  excess 
passive  income  would  increase  by  10  percent  for  each  successive  year.  The  provision  would  also 
make  clear  that  items  of  income  that  are  connected  with  an  S  corporation's  trade  or  business  will 
not  be  considered  passive  income. 


4.  Permit  Deemed  Dividend  to  Avoid  Passive  Investment  Income  Tai 

The  passive  investment  income  tax  only  applies  if  an  S  corporation  has  both  passive  investment 
income  and  accumulated  earnings  from  years  when  it  was  a  regular  C  corporation.  Therefore, 
one  way  to  avoid  the  passive  investment  income  tax  is  for  the  corporation  to  distribute  its 
accumulated  C  corporation  earnings.  Under  current  law,  this  distribution  may  be  in  the  form  of 
cash  or  property,  but  must  be  made  within  the  taxable  year. 

The  bill  would  allow  an  S  corporation  to  elect  to  be  treated  as  if  its  had  made  a  dividend 
distribution  without  actually  distributing  cash  or  property.  This  provision  would  permit  S 
corporations  without  adequate  cash  flow  to  make  a  distribution  of  their  C  corporation  earnings 
and  be  absolved  from  the  passive  investment  income  tax.  This  provision  would  also  provide  relief 
in  situations  where  a  loan  agreement  prohibits  the  S  corporation  from  making  actual  distributions. 
Moreover,  this  "consent  dividend"  is  a  more  expedient  method  of  distributing  C  corporation 
earnings  for  those  corporations  that  simply  do  not  wish  to  make  an  actual  distribution. 


5.  Expand  to  Two  Years  the  Period  of  Post-Death  S  Qualification  for  Certain  Trusts 

The  tax  law  generally  provides  that  a  testamentary  or  grantor  trust  may  not  own  the  stock  of  an  S 
corporation  for  more  than  60  days  following  the  grantor's  death.  In  many  circumstances,  the  60 
day  period  is  insufficient  to  permit  an  executor  or  administrator  to  discover  the  need  to  transfer 
the  shares  of  stock  and  to  take  the  legal  actions  necessary  to  transfer  the  shares.  As  a  result,  the 
current  rule  has  resulted  in  the  inadvertent  termination  of  the  S  election  of  many  corporations. 
The  bill  would  extend  the  current  60-day  period  to  two  years  and,  therefore,  should  reduce  the 
number  of  such  inadvertent  terminations. 
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6.         Eipand  the  "Post-termination  Transition  Period"  To  Cover  Dctemiinations  Made 
on  Audit 

Under  current  law,  a  corporation  that  terminates  its  S  election  is  generally  permitted  to  make  a 
tax-free  distribution  of  its  earnings  from  its  S  corporation  years  during  its  "post-termination 
transition  period."  In  addition,  a  shareholder  is  entitled  to  take  losses  that  carry  over  from  a 
corporation's  S  years  if  the  shareholder  obtains  additional  basis  in  his/her  stock  during  the  "post- 
termination  transition  period." 

Under  current  law,  the  definition  of  "post-termination  transition  period"  does  not  include 
situations  where  a  corporation  terminates  its  S  status  and,  some  time  after  the  end  of  such  period, 
adjustments  are  made  by  the  IRS  on  audit  to  its  S  years.  For  example,  a  shareholder  with 
suspended  losses  would  not  be  able  to  use  those  losses  even  though  audit  adjustments  by  the  IRS 
result  in  additional  stock  basis. 

The  bill  would  amend  the  definition  of  "post-termination  transition  period"  generally  to  include 
the  120-day  period  beginning  on  the  date  of  any  determination  pursuant  to  an  audit  of  the 
taxpayer  if  the  determination  (1)  follows  the  termination  of  the  corporation's  election,  and  (2) 
adjusts  an  item  of  income,  loss,  or  deduction  arising  during  its  S  years. 


7.         Permit  Tax-Free  Distributions  in  Loss  Years 

In  general,  a  sharehdder  in  an  S  corporation  must  reduce  his/her  stock  basis  for  losses  in  the 
current  year  before  reducing  such  basis  for  current-year  distributions.  In  addition,  a  distribution  in 
excess  of  a  shareholder's  stock  basis  is  taxable  to  the  shareholder.  Therefore,  if  a  shareholder 
receives  distributions  during  the  year,  distributions  may  become  taxable  if  losses  during  the  year 
eliminate  the  shareholder's  stock  basis. 

Because  the  shareholders  of  an  S  corporation  may  not  know  whether  it  will  have  a  loss  in  the 
current  year,  which  could  potentially  deplete  a  shareholder's  basis,  there  is  always  the  possibility 
that  a  current  distribution  will  be  made  taxable  because  of  operating  losses  during  the  year.  The 
bill  remedies  this  situation  by,  effectively,  delaying  losses  (and  attendant  basis  reduction)  until 
after  distributions  are  taken  into  account.  That  is,  basis  is  first  decreased  by  distributions  and  then 
by  losses.  This  change  would  eliminate  the  uncertainty  as  to  taxability  of  distributions  and  would 
also  parallel  the  treatment  of  distributions  in  the  partnership  area. 


8.         Preservatioa  of  One  Level  of  Tax  on  Liquidation  of  S  Corporations 

When  an  S  corporation  is  liquidated,  the  corporation  recognizes  income  as  if  it  sold  aD  of  its 
assets  at  their  fair  market  value.  The  gain  recognized  by  the  corporation  is  taxed  to  the 
shareholders  and  inaeases  their  basis  in  stock.  In  addition,  the  tax  code  provides  that  amounts 
received  by  a  shareholder  in  a  distribution  in  complete  liquidation  of  a  corporation  are  treated  as 
received  in  fuU  payment  for  his/her  stock.  These  rules  may  effectively  result  in  double  taxation  of 
an  S  corporation  because  the  ordinary  income  realized  at  Uie  corporate  levd  on  the  distribution  of 
its  assets  may  not  be  offset  by  the  capital  loss  that  is  recognized  at  the  shardiolder  levd  on  the 
liquidating  distribution. 
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For  example,  assume  that  an  individual  purchases  all  of  the  stock  of  an  S  corporation  for  SSO.OOO. 
The  corporation's  basis  in  its  only  asset,  its  inventory,  is  $20,000.  If  the  individual  causes  the  S 
corporation  to  distribute  its  assets  in  liquidation  to  its  shareholder,  the  corporation  is  deemed  to 
have  sold  its  assets  for  their  fair  market  value,  $50,000.  As  a  result,  the  shareholder  is  taxable  on 
$30,000  in  ordinary  income,  which  raises  his/her  stock  basis  to  $80,000.  The  corporation  then 
distributes  the  $50,000  in  assets  to  its  shareholder  in  complete  liquidation,  generating  a  capital 
loss  of  $30,000.  Only  $3,000  of  the  capital  loss  may  be  offset  against  the  $30,000  of  ordinary 
income  recognized  by  the  shareholder.  The  shareholder  may  use  the  remaining  capital  loss  in 
future  years,  but  only  to  the  extent  of  capital  gains.  Thus,  the  shareholder  is  effectively  taxed 
twice  on  the  lion's  share  of  the  income  realized  on  the  corporation's  sale  of  assets.  This  double 
taxation  is  contrary  to  the  single-tax  regime  of  Subchapter  S. 

The  bill  eliminates  this  potential  trap  by  providing  that  the  portion  of  any  loss  recognized  by  a 
shareholder  of  an  S  corporation  on  amounts  received  by  such  shareholder  in  a  distribution  in 
complete  liquidation  of  the  S  corporation  will  be  treated  as  an  ordinary  loss  to  the  extent  the 
shareholder  has  increased  stock  basis  for  ordinary  income  of  the  S  corporation  that  is  attributable 
to  the  liquidation. 


PRESERVING  FAMILY-OWNED  BUSINESSES 


i.         Expand  the  Types  of  Trusts  that  Can  Own  S  Corporation  Stock  to  Include 
Certain  Complei  Trusts  that  Qualify  as  "Electing  Small  Business  Trusts" 

This  provision  would  enable  S  corporation  shareholders  to  accomplish  many  estate  planning  goals 
not  currently  available  because  of  current  law  limitations  on  the  types  of  trusts  that  can  be  S 
corporation  sharehoMers.  Specifically,  this  provision  would  enable  S  corporation  shareholders  to 
establish  complex  trusts  with  multiple  beneficiaries  and  permit  the  trustee  to  have  discretion  as  to 
which  beneficiary  to  make  distributions.  This  flexibility  is  needed  for  a  variety  of  legal  reasons 
where  there  is  more  than  one  trust  beneficiary,  for  example,  situations  where  a  beneficiary  is  a 
minor  who  cannot  manage  the  assets.  Providing  this  type  of  flexibility  is  consistent  with  a  major 
underlying  purpose  of  the  S  corporation  ~  to  provide  a  vehicle  for  family-owned  corporations. 


2.         Count  all  Members  of  a  Single  Family  that  Own  an  S  Corporation'i  Stock  as  a 
Single  SharehoMer 

An  election  could  be  made  with  the  consent  of  all  shareholders  to  count  fiunily  memben  as  one 
shareholder  for  purposes  of  the  S  corporation  limitation  on  number  of  shareholders.  This  election 
is  available  to  only  one  fiunily  in  any  corporation.  The  effect  of  this  provision  is  to  permit 
businesses  owned  by  large  families  to  be  S  corporations  and  ttill  enable  employees  or  others  to 
own  an  equity  interest  in  the  business. 
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EXPANDING  ACCESS  TO  CAPITAL  AND  AVAILABILITY  OF  S  CORPORATION 

STATUS 


I.         Permit  S  Corporations  to  Issue  Preferred  Slock 

Under  current  law,  S  corporations  may  not  issue  more  than  one  class  of  stock.  By  permitting  S 
corporations  to  issue  preferred  stock,  the  bill  increases  access  to  capital  from  investors  who  insist 
on  having  a  preferential  return.  The  provision  also  facilitates  family  succession  by  permitting  the 
older  generation  of  shareholders  to  relinquish  control  of  the  corporation  but  maintain  an  equity 
interest. 


2.  Expand  Safe  Harbor  Debt  to  Permit  Convertible  Debt 

This  provision  permits  S  corporations  to  issue  debt  that  may  be  converted  into  stock  of  the 
corporation  without  concern  that  the  debt  will  terminate  its  S  election,  provided  that  the  terms  of 
the  debt  are  substantially  the  same  as  the  terms  that  could  have  been  obtained  from  an  unrelated 
party.  The  provision  will  also  permit  the  debt  to  be  held  not  only  by  qualified  shareholders,  but 
also  by  a  person  who  is  actively  and  regularly  engaged  in  the  business  of  lending  money.  The 
current  law  provision,  which  does  not  provide  a  safe  harbor  for  debt  that  can  be  converted  into 
stock,  unnecessarily  impairs  the  ability  of  an  S  corporation  to  raise  investment  capital. 


3.         Increase  the  Number  of  Permitted  Shareholders  from  35  to  SO 

Currently,  a  corporation  is  not  eligible  to  be  an  S  corporation  if  it  has  more  than  35  shareholders. 
Increasing  the  number  of  permitted  shareholders  to  SO  will  make  S  corporation  status  available  to 
more  closely-held  businesses,  allowing  them  the  benefits  of  limited  liability.  In  addition, 
increasing  the  number  of  permitted  shareholders  will  enable  S  corporations  to  raise  more  capital 
through  shareholder  contributions. 


4.         Permit  Tax-Exempt  Organizations  to  be  Shareholders 

By  permitting  charities  and  pension  plans  to  be  eligible  shareholders  of  an  S  corporation,  S 
corporations  increase  their  access  to  certain  capital  markets.  Specifically,  an  S  corporation  would 
be  able  to  establish  an  employee  stock  ownership  plan  and  would  have  access  to  additional  capital 
from  charitable  organizations  and  pension  funds.  To  prevent  abuse,  the  bill  would  provide  that 
the  flow-through  income  of  an  S  corporation  would  be  treated  as  unrelated  business  taxable 
income  to  a  tax-exempt  shareholder  to  the  extent  that  the  income  would  have  been  so  treated  if 
the  S  corporation's  activities  were  conducted  directly  by  the  tax-exempt  shareholder. 


5.         Allow  Nonresident  Alien  Shareholders  to  Own  S  Corporation  Stock 

By  permitting  nonresident  aliens  to  be  eligible  shareholders  of  an  S  corporation,  the  bill  expands 
an  S  corporation's  access  to  capital.  In  addition,  it  enhances  an  S  corporation's  ability  to  expand 


64 


into  international  markets  because  it  provides  them  the  ability  to  ofTer  an  equity  interest  to 
individuals  they  are  trying  to  recniit  to  grow  their  business  overseas.  The  bill  would  also  subject 
nonresident  alien  shareholders  to  U.S.  withholding  tax  on  S  coqraration  income. 


6.  Permit  an  S  CorDoration  to  Hold  Subsidiaries 

The  bill  will  allow  S  corporations  to  have  C  corporation  subsidiaries,  by  permitting  them  to  own 
more  than  80  percent  of  a  C  corporation's  stock.  This  provision  enhances  an  S  corporation's 
ability  to  achieve  significant  non-tax  objectives  in  structuring  their  operations,  such  as  limiting 
their  liability  and  eliminating  complications  in  dealing  with  banks,  insurance  companies,  and  other 
financial  institutions.  For  example,  it  would  allow  S  corporations  to  isolate  one  or  more  of  their 
businesses  in  subsidiaries  and  thereby  not  subject  one  business  to  the  risks  of  another.  Currently, 
S  corporations  engage  in  much  more  complicated  structuring  to  achieve  the  same  result. 

This  provision  would  be  much  more  beneficial  if  it  also  permitted  S  corporations  to  have  S 
corporation  subsidiaries.  Permitting  S  corporations  to  hold  only  C  corporation  subsidiaries 
subjects  owners  to  a  double  tax.  Thus,  businesses  will  face  the  same  dilemma  that  the  S 
corporation  rules  were  originally  designed  to  prevent  when  these  rules  were  enacted  in  19S8  — 
they  will  have  to  choose  between  (1)  limiting  liability  by  isolating  businesses  in  separate  C 
corporation  subsidiaries  or  (2)  paying  only  one  level  of  tax,  but  being  unable  to  isolate  their  risks. 

Potential  concerns  with  posable  complications  of  permitting  S  corporation  subsidiaries  could  be 
addressed  by  requiring  that  the  stock  of  the  subsidiary  be  wholly-owned.  In  this  case,  the 
subsidiary  would  not  be  treated  as  a  separate  corporation  and  all  of  its  assets,  liabilities  and  items 
of  income,  deduction,  and  credit  would  be  treated  as  those  of  its  S  corporation  parent.^ 


CONCLUSION 


H.R.  40S6  provides  much  needed  S  corporation  reform.  The  legislation  not  only  eliminates 
technical  traps  for  S  corporations  created  by  current  law,  but  also  enhances  an  S  corporation's 
ability  to  access  capital  and  increases  small  business'  opportunities  to  elect  S  corporation  status. 


'The  REIT  rales  of  Sec.  8S6(i),  dealing  with  wholly-owned  subsidiaiies,  provide  an  example  for  stnictniing  S 
corporation  subsidiary  rules  with  minimal  complication. 
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T«9tiDony  of  David  Copham 

President  and  Chief  Executive  Officer 

Liberty  Check  Printers,  Inc. 

Before  the 

Rouse  Conuaittee  on  Small  Business 
Subcommittee  on  Procurement,  Taxation  and  Tourism 

June  23,  1994 
Washington,  D.C. 


Good  morning.   My  name  is  David  Copham,  and  I  am  the 
founder  and  Chief  Executive  Officer  of  Liberty  Check  Printers  in 
Mounds  View,  Minnesota.   I  am  grateful  for  the  Chairman's  invi- 
tation to  testify  this  morning  before  the  Subcommittee  on  an 
issue  that  I  believe  is  critical  to  my  business,  thousands  of 
others  liJce  mine  in  the  State  of  Minnesota,  and  1.6  million  more 
nationwide. 

As  an  S  corporation  otmer,  I  was  asked  to  address  the 
current  prospects  for  American  entrepreneurs  to  access  capital 
and  to  suggest  some  of  the  ways  in  which  access  can  be  improved. 
First,  though,  I  would  like  to  thank  the  Chairman  and  this 
Subcommittee  for  their  efforts  to  create  an  environment  in  which 
American  entrepreneurs  like  me  have  the  opportunity  to  build 
strong  and  healthy  businesses  that  can  provide  for  their  owners 
and  employees  for  generations,   i  would  also  like  to  thank  the 
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House  cosponsors  of  H.R.  4056,  the  *S  Corporation  Reform  Act*  — 
a  measure  that  would  vastly  Improve  the  ability  of  entrepreneurs 
to  operate,  access  capital,  expand  their  businesses  and  continue 
to  contribute  to  local,  state  and  national  economies. 

By  way  of  background.  Liberty  Check  Printers  manufactures 
and  distributes  the  checks  provided  by  more  than  2,700  credit 
unions  to  their  members  nationwide.   This  year.  Liberty  will 
earn  almost  $4  million  on  sales  of  approximately  $35  million. 
Liberty  is  organized  as  an  S  corporation  because  I  am  the 
company's  principal  owner  and  manager.   Therefore,  it  makes 
sense  that  the  ups  and  downs  of  the  business  should  accrue  to  me 
directly. 

I,  and  the  revenue  generated  by  the  company,  also  are 
Liberty's  principal  source  of  capital.   The  company's  initial 
capitalization  was  made  up  of  my  savings  and  all  that  I  could 
borrow,  collateralized  by  just  about  everything  I  owned.   For  a 
year,  I  drew  no  salary.   In  fact,  while  I  was  working  to  make  my 
company  a  success  story,  there  were  a  few  times  where  I  nearly 
went  broke. 

Eight  years  later,  we  are  in  far  better  shape.  Each  year 
for  the  last  five.  Liberty  has  achieved  average  annual  growth 
rates  of  45  percent  for  sales  and  55  percent  for  net  income. 
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Today,  we  have  271  employees  at  facilities  in  five  states.   We 
just  completed  what,  for  us,  was  a  major  acquisition,  opened  a 
new  plant  in  Harrisburg,  Pennsylvania,  and  are  considering 
establishing  additional  facilities  in  the  next  few  years. 

If  Liberty  has  done  so  well,  why  am  I  concerned  about  capi- 
tal access  and  formation?  The  answer,  in  short,  is  that  the 
future  depends  upon  it.   I  see  three  problems: 

o     One,  the  rules  governing  S  corporations  do  not  only 

hinder  growth  opportunities  of  1.6  million  S  corpora- 
tions; they  limit  directly  the  long-term  security  of 
millions  of  Americans  employed  by  those  companies. 

o    Two,  the  rules  make  it  particularly  difficult  for  S 
corporations  like  my  own  to  obtain  many  types  of 
mainstream  corporate  financing  on  reasonable  terms. 

o    And  three,  inadequate  capital  access  for  S  corpora- 
tions hurts  S  corporations'  effort  to  maintain  and 
expand  operations.   Despite  my  company's  strong 
performance,  we  could  easily  expand  further  if  we 
wouldhave  to  worry  about  the  unnecessary  restrictions 
imposed  on  us.   And  while  we  have  been  relatively 
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fortunate,  nany  businesses  hit  hard  by  slow  economic 
times  are  in  serious,  immediate  need  of  new  capital 
access . 

While  these  limitations  can  be  terribly  unfair  and  anti- 
competitive, I  would  submit  that,  in  large  part,  they  can  be 
overcome  by  legislative  solutions  now  before  the  Congress. 

RgflTRICTltD  CAPITAL  XCCE88 

S  corporations  are  limited  by  law  and  practice  from  access 
to  many  types  of  financing  that  are  both  standard  and  important 
for  every  other  type  of  company  doing  business  in  the  U.S.  and 
world  economy. 

Before  I  take  a  moment  to  explain  how  difficult  it  is  for  S 
corporations  to  access  capital  outside  the  company,  however,  let 
me  start  by  explaining  the  restrictions  on  access  to  a  source 
inside  the  company  —  an  S  corporation's  own  employees.   While 
the  tremendous  growth  that  Liberty  has  experienced  is  largely  a 
result  of  the  hard  work  of  its  employees,  current  law  forbids  me 
from  giving  these  workers  a  share  of  the  company's  gains.   I 
very  much  want  to  ensure  that  those  who  own  my  company  are 
committed  t:o  its  success,  as  I  have  been.   An  employee  stock 
ownership  program,  or  'ESOP,'  is  an  ideal  way  to  keep  that 


comnitDent  within  my  company,  to  give  our  workers  the 
opportunity  to  reap  the  benefits  of  their  work,  and  to  provide  a 
source  of  capital  to  our  business  to  help  sustain  the  track 
record  that  we  have  worked  so  hard  to  establish. 

The  current  law,  however,  prohibits  S  corporations  from 
establishing  an  ESOP.   I  am  referring  specifically  to  two 
prohibitions:   one,  that  S  corporations  may  not  have  more  than 
35  shareholders;  and  two,  that  S  corporation  stock  may  not  be 
o%med  by  a  trust  if  the  benefits  of  the  trust  accrue  to  multiple 
persons.   The  combined  effect  of  these  rules  is  that  S 
corporations  may  not  create  employee  stock  ownership  programs, 
or  ESOPs,  for  their  workers. 

Consequently,  the  workers  of  S  corporations  are  deprived  of 
tremendous  opportunity  to  participate  in  their  companies' 
success  and  to  ensure  for  their  futures,  while  S  corporations 
themselves  are  denied  what  is  more  and  more  becoming  an 
important  new  source  of  reliable  capital. 

RE8TRICTIOW8  OM  DEBT  AMD  EODITY 

Considerable  restrictions  also  hinder  an  S  corporations' 
capital  access. 
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Federal  law,  for  instance,  prohibits  S  corporations  from 
issuing  more  than  one  class  of  stock  to  their  shareholders. 
What  this  means  is  that  we  are  foreclosed  from  utilizing  such 
securities  as  preferred  stock  or  convertible  debt  to  finance 
operations  or  capital  expansion. 

This  restriction  to  issuing  one  class  of  stock  is  a . 
significant  barrier  to  the  capital  markets.   Many  companies 
create  a  second  class  of  so-called  "preferred  stock*  in  order  to 
open  up  sources  of  capital.   Because  preferred  stock  does  not 
carry  voting  rights,  it  does  not  dilute  ownership  or  control  of 
the  company.   The  effective  interest  payment  to  shareholders  is 
considerably  lower  than  for  other  loans  because  the  stock 
provides  the  creditor  with  a  stake  in  the  business'  upside 
potential.   Unfortunately,  the  restrictions  to  one  class  of 
stock  preclude  S  corporations  from  utilizing  this  important 
capital  alternative. 

An  S  corporation's  access  to  commercial  debt  is  also 
severely  limited.   Because  S  corporations  are  pass-through 
entities,  access  to  funds  is  largely  a  function  of  the  personal 
credit  of  the  owners.   So  while  Liberty  has  a  record  of  sound 
financial  management,  for  example,  ^11  our  company's  debt  must 
be  personally  guaranteed  by  me  and  cosigned  by  my  spouse,  who  is 
not  even  a  shareholder.  And  because  this  is  effectively 
personal  debt,  borrowing  rates  are  higher  than  they  are  for 
other  businesses  —  including  my  competitors. 
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Even  now,  during  times  of  historically  low  interest  rates, 
Z  pay  •■  Buoh  as  18  percent  to  borrow  funds  for  ay  company.* 
This  nakes  ny  annual  interest  payments  equal  to  35  percent  of 
Libarty'a  aftar-taz  earnings.   And  considering  Liberty  is  a 
highly-sought-after  customer  of  a  number  of  regional  and 
national  banks,  I  can  only  imagine  the  exorbitant  borrowing 
rates  that  less  creditworthy  S  corporations  must  pay  just  to 
stay  in  business. 

Venture  capital  —  something  very  important  to  start-up 
businesses  —  is  another  type  of  funding  that  is  generally 
unavailable  to  S  corporations.   This  is  because  venture 
capitalists  utilize  flexible  funding  mechanisms  to  limit  their 
risk  and  still  enable  thom  to  take  part  in  a  company's  upside 
gains.   As  noted  earlier,  S  corporations  —  unlike  most  other 
corporate  entities  -»■  are  prohibited  from  issuing  such  things  as 
•convertible  debt,"  or  loans  that  can  be  switched  to  equity  if 
the  lenders  elect  to  convert.   These, are  viewed  as  a  second 
class  of  stock.   As  a  result,  venture  capital  is  also  not  an 
option  for  many  companies  that  would  greatly  benefit  from  this 
type  of  capital. 

When  credit  markets  are  stable,  access  to  alternative 
capital  sources  like  preferred  stock  and  convertible  debt 
provides  a  critical  way  to  stay  more  competitive  in  business. 
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Reducing  our  current  cost  of  capital  would  make  a  real 
difference  to  Liberty's  bottom  line,  which  in  turn  makes  a 
difference  in  how  we  price  our  product,  compete  against  our 
peers,  expand  our  business  and  invest  finite  resources. 

Equally  as  important,  when  credit  markets  get  tight,  the 
first  to  feel  the  pinch  are  small-  and  medium-  sized  businesses. 
When  this  happens,  alternative  capital  sources  can  and  will  make 
the  difference  in  whether  a  company  can  simply  stay  afloat. 

OMIODB  TAX  BDRDENB  ON  CAPITAL 

Enhanced  capital  access  for  S  corporations  is  an  even  more 
pressing  concern  when  you  consider  that  recent  changes  in  tax 
rates  penalize  S  corporations  for  reinvesting  their  earnings 
back  into  their  businesses.   S  corporation  shareholders  pay  the 
taxes  on  the  profits  of  their  businesses  —  regardless  of 
whether  the  company  distributes  or  retains  its  earnings.   Like 
all  employees,  we  pay  taxes  on  our  take-home  wages  and 
distributions.   The  difference  is  that  we  also  pay  taxes  on  our 
pro  rata  share  of  whatever  funds  the  company  reinvests  in  the 
business  toward  growth. 

As  you  are  aware,  top-level  federal  tax  rates  increased 
from  34  percent  to  39.6  percent  last  year  —  which  means  the 
current  rate  is  16  percent  greater  than  the  previous  one.  As  a 
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result.  Liberty's  taxes  rose,  too.   But  Liberty's  taxes  rose 
even  aiore  than  the  increase  in  federal  rates:   they  went  up  by 
26  percent,  largely  because  we  paid  taxes  on  the  significant 
earnings  we  reinvested,  and  we  were  not  able  to  take  any  of  the 
standard  deductions  that  would  normally  be  associated  with  such 
reinvestment  if  we  were  any  other  type  of  corporate  entity  but 
an  S  corporation. 

What  does  that  mean  for  our  capital  access?   First,  it 
means  that  there  is  a  built-in  disincentive  for  the  owners  of  an 
S  corporation  to  make  additional  investments  into  the  company. 
Second,  it  means  that  the  additional  funds  we  pay  in  taxes  are 
simply  not  available  to  reinvest  in  the  company. 

Liberty  has  expanded  significantly  in  recent  years.   But 
due  to  recent  tax  disincentives,  we  are  slowing  down  our 
spending.   In  1992,  the  shareholders  of  Liberty  spent  the 
equivalent  of  142  percent  of  net  income  on  capital  investments. 
That  figure  declined  to  133  percent  last  year,  and  will  be  only 
about  110  percent  this  year.   FXirther  declines  may  be  necessary. 

What  happens  when  a  company  is  forced  to  reduce  spending? 
The  first  thing  to  go  is  spending  on  grotrth  and  expansion.   We 
cannot  reduce  expenditures  to  maintain  our  existing  plant, 
property  and  equipment.   Liberty  now  spends  about  $1  million  per 
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year  on  upkeep  and  maintenance,  and  those  costs  are  certain  to 
increase  as  our  relatively  new  facilities  and  equipment  age  and 
need  replacement.   The  spending  that  we  reduce  is  principally 
our  discretionary  spending  —  the  type  that  creates  new  jobs  and 
fosters  economic  growth. 

Our  situation  is  fairly  commonplace.   The  current  tax  rules 
penalize  S  corporations'  expansion,  as  well  as  the  investments 
they  make  to  maintain  minimum  levels  of  required  upkeep.  The 
result  is  stifled  cash  flow.  Without  the  capital  sources 
available  to  most  other  types  of  businesses,  the  growth  that  has 
been  the  hallmark  of  so  many  S  corporations  will  soon  be  a  thing 
of  the  past. 

COMCLUBIOII 

The  legislation  introduced  by  Congressmen  Hoagland  and 
Kopetski,  and  cosponsored  by  several  Members  of  this  Subcom- 
mittee —  including  Chairman  Bilbray  and  Congressman  Portman  — 
would  address  all  of  the  issues  I  have  raised  today.   It  would 
open  up  alternative  sources  of  private  capital  that  are  critical 
to  the  competitive  ability  of  S  corporations.   It  would  ensure 
that,  in  the  face  of  increased  demands  on  S  corporations' 
existing  capital  base,  funds  are  available  to  enable  continued 
growth.   And  it  would  allow  S  corporations  to  create  ESOPs, 
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providing  yet  another  capital  source  for  businesses  while 
creating  major  opportunities  for  our  employees  to  benefit  from 
their  own  hard  work  and  determination. 

These  reforms  can  make  a  world  of  difference  to  S 
corporations'  long-term  ability  to  be  competitive,  to  grow,  and 
to  continue  to  fuel  American  economic  growth  as  we  have  for  many 
years . 

I  thank  the  Chairman  for  taking  an  active  role  in  examining 
this  most  important  legislative  initiative,  and  urge  this 
Committee  to  continue  its  work  to  ensure  competitive  capital 
access  for  American  S  corporations.   Thank  you  for  this 
opportunity  to  testify.   I  will  be  pleased  to  answer  any 
questions  you  may  have. 


76 


U.S.  Small  Business  Administration 

Washington,  D.C.    20416 


'V<ST»' 
orric*  or  CHicr  eeuHtci.  roil  aovocact 


TESTIMONY  OF 

JERE  W.  GLOVER 

CHIEF  COUNSEL  FOR  ADVOCACY 

UNITED  STATES  SMALL  BUSINESS  ADMINISTRATION 

BEFORE  THE 

SUBCOMMITTEE  ON  PROCUREMENT,  TAXATION  AND  TOURISM 

OF  THE 

COMMITTEE  ON  SMALL  BUSINESS 

OF  THE 

HOUSE  OF  REPRESENTATIVES 

S  CORPORATION  REFORM 

JUNE  23,  1994 


77 


Good  morning,  Mr.  Chairman  and  members  of  the  Subcommittee. 
It  is  a  pleasure  to  appear  before  the  Subcommittee  on 
Procurement,  Taxation  and  Tourism.   Reforming  the  laws  affecting 
S  Corporations  is  of  considerable  interest  to  the  small  business 
community.   I  appreciate  your  invitation  to  allow  me  to  comment 
on  suggestions  for  reform. 

The  Office  of  Advocacy,  which  was  established  in  1976, 
provides  small  businesses  a  voice  within  the  government.   The 
role  of  the  Office  of  Advocacy  is  to  represent  the  views  and 
interests  of  small  businesses  before  Congress  and  Federal 
agencies. 

My  testimony  today  reflects  the  views  of  the  office  of 
Advocacy  and  are  not  necessarily  those  of  the  Administration. 

I  am  able  to  speak  from  experience  on  S  corporation  issues. 
I  was  the  founder  and  principal  shareholder  of  eight  S 
corporations,  and  also  acted  as  the  CEO  of  four  of  them.   These 
corporations  had  annual  combined  sales  of  more  than  $5  million, 
and  annual  profits  well  in  excess  of  $.5  million. 
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Bri«f  History  of  8  Corporation  Tax  Lav 

Subchapter  S  of  the  Internal  Revenue  Code  was  enacted  in 
1958  to  help  remove  some  of  the  tax  considerations  from  small 
business  owners'  decisions  to  incorporate.  As  you  know,  both  S 
corporations  and  regular  or  "C"  corporations  are  entitled  to 
limited  liability.   S  corporations  avoid  the  double  taxation 
encountered  by  C  corporations,  which  are  subject  to  tax  at  the 
corporate  level  and  at  the  shareholder  level  when  dividends  are 
distributed.   Generally,  income  earned  by  S  corporations  flows 
through  to  shareholders,  where  it  is  taxed  at  individual  income 
tax  rates. 

While  S  corporation  tax  laws  provide  shareholders  with  flow- 
through  tax  treatment,  they  also  impose  a  number  of  limitations 
and  technical  requirements  that  preclude  many  businesses  from 
being  able  to  elect  or  retain  S  corporation  status.  Enactment  of 
the  Subchapter  S  Revision  Act  of  1982  substantially  revised  and 
simplified  Subchapter  S  provisions.  Additional  changes  to  S 
corporation  laws  were  included  in  the  Tax  Reform  Act  of  1986. 

Need  for  8  Corporation  Reform 

Revisions  made  to  the  S  corporation  tax  laws  in  both  1982 
and  1986  have  caused  the  number  of  S  corporations  to  almost 
triple  since  1982.  Today,  more  than  1.5  million  businesses — 42 
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percttnt  of  all  coxporat*  tax  r«turn  filers — ar«  S  corporations.^ 
Th«  vast  majority  of  thasa  S  corporations  ara  small  businasses. 

Hhila  tha  nuabar  of  S  corporations  has  incraasad 
draaatically,  in  many  instancas  tha  8  corporation  lavs  hava  not 
kapt  up  with  changas  in  currant  tousinass  practicas.  Parhiips  tha 
■ost  significant  limitations  ara  thosa  that  rastrict  tha  numbar 
and  types  of  sharaholders  that  can  own  S  corporation  stock. 
Thasa  limitations  pracluda  many  small  businassas  tram   alacting  S 
corporation  status,  and  also  savaraly  rastrict  S  corporation 
capital  formation  options. 

Nhila  tha  S  corporation  laws  hava  not,  in  many  instancas, 
kapt  up  with  changas  in  businass  practicas,  I  baliava  tha  intant 
bahind  tha  original  S  corporation  laws  —  to  provida  closaly- 
hald  businassas  both  limitad  liability  and  flow-through  tax 
treatment  —  is  still  valid  today,  and  should  be  the  baseline  we 
use  to  evaluate  any  proposals  to  change  current  S  corporation 
laws. 


^  According  to  data  compiled  by  the  Internal  Itevenue 
Service,  1,575,092  8  corporations  filed  tax  returns  in  1990. 
Overall,  3,716,«50  corporate  returns  were  filed  that  year, 
atatiatics  of  Income  Bulletin.  Vol.  13,  Num.  3,  Winter  1993-1994, 
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Spttoifio  R«coBai«ndations 

In  keeping  with  the  original  intent  of  the  S  corporation 
laws,  I  believe  the  following  four  modifications  would  be  cost- 
effective  ways  to  update  these  laws  to  reflect  changing  business 
needs  while  creating  little  or  no  resulting  revenue  loss. 

Increase  the  shareholder  limit  from  35  to  between  40  and  50. 

Current  law  restricts  the  number  shareholders  an  S 
corporation  may  have.   VThen  S  corporation  laws  were  first 
enacted,  an  S  corporation  could  have  no  more  than  10 
shareholders.   Since  then  this  limit  has  been  increased  to  15, 
25,  and,  most  recently,  to  the  35  shareholder  limit.   Increasing 
the  number  of  permitted  shareholders  from  35  to  between  40  and  50 
would  be  advantageous  for  two  reasons.   First,  it  would  allow 
more  businesses  to  be  eligible  to  elect  and  take  advantage  of  the 
benefits  of  S  corporation  status.   Increasing  the  number  of 
shareholders  would  be  particularly  beneficial  to  family-owned 
businesses  that  wish  to  provide  stock  to  a  number  of  family 
members.   Second,  increasing  the  number  of  permitted  shareholders 
would  enable  many  S  corporations  to  raise  additional  capital 
through  the  sale  of  stock.  While  this  same  rationale  could  be 
used  to  increase  the  shareholder  limit  to  more  than  50 
shareholders,  I  believe  this  would,  at  some  point,  run  counter  to 
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the  original  intention  of  making  this  form  of  entity  available  to 
only  "small  businesses,"  as  defined  by  number  of  shareholders. 

Permit  S  corporations  to  issue  preferred  stock. 

Under  current  law,  an  S  corporation  cannot  have  more  than 
one  class  of  stock.   However,  an  S  corporation  shall  not  be 
treated  as  having  more  than  one  class  of  stock  solely  because 
there  are  differences  in  voting  rights  among  the  shares  of  common 
stock . 

Restricting  an  S  corporation  to  one  class  of  stock  limits 
its  ability  to  raise  capital  from  potential  investors  who  demand 
an  equity  position  in  the  corporation.   Permitting  S  corporations 
to  issue  preferred  stock  would  provide  S  corporations  with 
another  source  of  capital.   Again,  only  eligible  shareholders 
would  be  permitted  to  own  preferred  stock. 

While  I  support  the  issuance  of  preferred  stock,  I  do  not 
believe  distributions  made  with  respect  to  the  preferred  stock 
should  be  considered  interest  income  to  the  shareholder  and 
deductible  interest  expense  to  the  S  corporation.   This  would 
create  potential  revenue  implications,  which,  in  my  opinion, 
outweigh  the  need  for  this  treatment. 
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Provide  waivers  for  certain  invalid  elections  an<^ 
inadvertent  terminations. 

Current  S  corporation  laws  include  a  number  of  "traps  for 
the  unwary"  that  often  result  in  invalid  S  corporation  elections 
and  inadvertent  terminations.   The  Internal  Revenue  Service 
cannot  waive  the  effect  of  invalid  elections.   The  Service  can, 
and  often  does,  waive  the  effect  of  inadvertent  terminations, 
although  at  considerable  time  and  expense  to  both  the  S 
corporation  and  the  Service. 

I  support  granting  the  Service  the  authority  to  waive 
invalid  elections  in  certain  situations  where  the  S  corporation 
subsequently  cured  the  defect.   I  favor  this  provision  only  to 
ease  the  burden  on  S  corporation  shareholders,  and  not  to  reduce 
the  malpractice  consequences  due  their  attorneys  and  accountants. 
I  also  support  granting  the  Service  the  authority  to 
automatically  waive  the  effect  of  certain  inadvertent 
terminations,  as  this  would  reduce  the  unnecessary  and 
disproportionate  amount  of  time  and  money  S  corporations 
currently  must  spend  to  obtain  such  waivers. 
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Expand  the  types  of  trusts  that  can  own  S  corporation  stock, 
and  increase  the  eo-day  holding  period  for  certain  permitted 
trusts. 

Currently,  only  certain  types  of  trusts  are  permitted  to  own 
S  corporation  stock.   The  grantor  trust  and  the  "qualified 
subchapter  S  trust"  are  two  of  the  most  common  types  of  trusts 
that  own  S  corporation  stock.   Generally,  to  own  stock  in  an  S 
corporation  the  trust  must  be  treated  as  owned  by  an  individual 
or  citizen  who  is  a  resident  of  the  United  States,  and  the  deemed 
owner,  rather  than  the  trust,  is  treated  as  the  shareholder  of 
the  S  corporation. 

The  current  restrictions  on  the  types  of  trusts  that  are 
permitted  to  own  S  corporation  stock  restricts  many  estate      ' 
planning  techniques.   Relaxing  these  restriction  to  permit  trusts 
with  multiple  beneficiaries  and  other  types  of  trusts  would 
greatly  enhance  estate  planning  opportunities.   Requiring  trusts 
to  be  taxed  on  all  S  corporation  income  at  the  highest  individual 
rate  would  eliminate  the  ability  of  trusts  to  minimize  taxes  by 
shifting  income  among  beneficiaries. 

In  addition  to  expanding  the  types  of  permitted  trusts,  I 
support  increasing  the  60  day  holding  period  that  applies  to 
other  permitted  trusts  that  may  only  own  S  corporation  stock  for 
a  limited  time.   Trusts  whose  deemed  owners  have  died  are 
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eligible  to  own  stock  for  60  days  after  the  deemed  owner's 
death. 2   In  addition,  a  trust  to  which  stock  has  been 
transferred  pursuant  to  the  terras  of  a  will  may  also  own  S 
corporation  stock,  but  only  for  a  60-day  period  beginning  on  the 
date  of  the  transfer. 

The  60-day  period  applicable  to  these  two  trusts  is  often 
too  short  to  allow  s  corporation  stock  to  be  conveyed  to  an 
eligible  shareholder,  creating  the  possibility  of  an  inadvertent 
termination  of  S  corporation  status.   Increasing  the  60-day 
period  to  two  years  would  alleviate  this  potential  pitfall,  and 
should  not  result  in  any  appreciable  loss  of  revenue  to  the 
government . 

Conclusion 

In  conclusion,  I  agree  that  reform  of  S  corporation  laws  is 
needed  to  reflect  changes  in  business  practices  that  have 
occurred  since  the  last  major  S  corp  reform  legislation  was 
enacted.   I  wholeheartedly  support  efforts  to  achieve  meaningful 
S  corporation  reform,  and  specifically  advocate:  (i)  increasing 
the  shareholder  limit  from  35  to  between  40  and  50; 
(2)  permitting  S  corporations  to  issue  preferred  stock,  which  is 
not  to  be  treated  as  debt;  (3)  providing  waivers  for  certain 


^  If  the  entire  corpus  of  the  trust  is  includible  in  the 
gross  estate  of  the  deemed  owner,  a  2-year,  rather  than  60-day 
period  applies.  ' 
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invalid  elections  and  inadvertent  terminations;  and  (4)  expanding 
the  types  of  trusts  that  can  ovm  S  corporation  stock,  and 
increasing  the  60-day  holding  period  for  certain  permitted 
trusts.   I  believe  these  changes  would  benefit  the  greatest 
number  of  small  businesses  at  the  least  cost  to  the  fisc. 

Again,  thank  you  for  holding  this  hearing  and  for  giving  me 
the  opportunity  to  testify. 

I  look  forward  to  answering  any  questions  you  may  have. 
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June  23,  1994 

CONGRESSMAN  PETER  HOAGLAND 

Testimony  on 
Subchapter  S  Corporation  Reform 

before  the 
House  Small  Business  Committee's 
Subcommittee  on  Procurement,  Taxation  and  Tourism 


Mr.  Chairman  and  members  of  tlie  Subcommittee, 
thanl<  you  for  this  opportunity  to  testify  on  behalf  of  HR 
4056,  Subchapter  S  Reform  legislation.  Sub  S  was  added  to 
the  Internal  Revenue  Code  in  1 958  to  permit  small  business 
to  obtain  the  benefits  of  limited  liability  without  the 
burden  of  the  corporate  tax.    The  time  has  come  to 
modernize  the  rules  which  were  enacted  in  the  1 950's  and 
eliminate  antiquated  rules  that  impede  the  growth  of  small 
businesses  and  burden  them  with  unnecessary 
administrative  complexity.  This  legislation  would  conform 
Sub  S  to  the  realities  of  today's  capital  markets  by 
eliminating  certain  barriers. 

The  Sub  S  Corporation  Reform  Act  focuses  on  four 
basic  goals: 
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1 .  Broader  eligibility  rules. 

2.  Simplification  of  complex  rules, 

3.  Expanding  capital  formation,  and 

4.  Preserving  the  family-owned  business. 

First,  BROADER  EUGIBIUTY  RULES  for  Subchapter  S 
corporations  and  shareholders,  enhances  the  availability 
and  desirability  of  S  corporation  status. 

Under  current  law,  a  tax-exempt  organization  is  not  an 
eligible  shareholder  for  purposes  of  a  valid  S  Corporation 
election.  Tax-exempt  organizations  are  not  sources  of 
capital  for  S  corporations.  HR  4056  would  permit  tax- 
exempt  organizations  to  be  shareholders.  This  would  allow 
charities  and  pension  plans  to  be  eligible  shareholders  of 
an  S  Corporation;  thus,  increasing  an  S  Corporation's  access 
to  capital. 

Under  current  law,  a  nonresident  alien  is  not  an 
eligible  shareholder  for  purposes  of  Subchapter  S.  My  bill 
would  allow  nonresident  alien  shareholders  to  own  S 
Corporation  stock.  This  will  subject  nonresident  alien 
shareholders  to  U.S.  withholding  tax  on  S  cooperation 
income. 
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2.       A  second  goal,  SIMPLIFICATION  OF  COMPLEX 
RULES  -  aims  to  help  people  out  of  undesirable  complex 
rules  and  traps  for  the  unwary. 

The  bill  provides  that  if  an  S  corporation  fails  to 
make  a  timely  S  election  and  the  Secretary  determines 
that  there  was  reasonable  cause  for  the  failure  to  make 
such  election,  the  Secretary  may  treat  the  election  as 
timely  made. 

Under  current  law,  if  more  than  25%  of  the  gross 
receipts  of  an  S  Corporation  are  passive  investment 
income  a  corporate  level  tax  will  be  imposed  on  the  excess 
passive  income.  Additionally,  if  this  situation  continues 
for  three  years,  the  corporation's  S  status  will  be 
terminated.  My  bill  would  increase  the  threshold  for  taxing 
excess  passive  income  from  25%  to  50%.  More 
importantly,  this  bill  would  also  repeal  excessive  passive 
income  as  a  termination  event.  Instead,  the  corporate 
level  tax  rate  applied  to  the  excess  passive  income  would 
increase  by  1 0%  for  each  successive  year. 

A  procedural  problem  under  the  current  law 
requires  that  if  a  shareholder  terminates  his  interest  in  an 
S  corporation  during  the  taxable  year,  the  corporation  and 
all  persons  who  are  shareholders  during  the  taxable  year 
must  agree  to  close  the  books  on  the  date  of  termination. 
My  bill  would  eliminate  the  requirement  that  all 
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shareholders  consent  to  the  closing  and  Instead  require 
only  the  "affected  shareholders"  consent  to  the  closing. 

Additionally,  under  this  legislation,  S  corporations 
would  be  permitted  an  increase  charitable  contribution, 
equivalent  to  the  deduction  amount  allowed  to  regular 
corporations  and  place  S  corporation  shareholders  in  the 
same  position  as  regular  corporations  with  respect  to 
fringe  benefits. 

3.      EXPANDING  CAPITAL  FORMATION  -Small  business 
has  changed  a  great  deal  since  1 958.  Small  businesses  turn 
to  venture  capitalists  now  and  not  simply  banks  for  much 
needed  capital. 

Currently,  a  corporation  is  not  eligible  to  be  an  S 
corporation  if  it  has  more  than  35  shareholders.  My  bill 
would  increase  the  number  of  permitted  shareholders  from 
35  to  50.  Increasing  the  number  of  permitted  shareholders 
will  enable  S  Corporations  to  raise  more  capital  through 
shareholder  contributions  and  allow  S  status  to  more 
closely  held  businesses. 

Under  current  law,  an  S  Corporation  is  permitted  to 
have  only  one  class  of  stock.  My  bill  would  permit  S 
corporations  to  issue  preferred  stock.  As  a  result,  the  bill 


90 


increases  access  to  capital  from  investors  who  insist  on 
having  a  preferential  return. 

Currently  S  corporations  engage  in  much  more 
complicated  structuring  to  achieve  the  same  result.  A 
provision  in  my  bill  would  permit  S  corporation  to  hold 
subsidiaries.  This  will  allow  S  corporations  to  isolate  one 
or  more  of  their  businesses  In  subsidiaries  and  thereby  not 
subject  one  business  to  the  risk  of  another. 

4.      PRESERVING  FAMILY-OWNED  BUSINESS  -  many 
small  businesses  are  multi-generational  family  held 
operations  which  are  restricted  by  out-dated  rules. 

A  major  purpose  of  S  corporation  reform  is  to  provide  a 
vehicle  for  family-owned  corporations.  Under  current  law, 
only  certain  types  of  trusts  are  permitted  to  become 
shareholders  of  an  S  corporation.    A  provision  in  my  bill 
would  accomplish  many  estate  planning  goals  not  currently 
available  because  of  current  law  limitations  on  the  types  of 
trusts  that  can  be  S  corporation  shareholders. 

A  second  provision  to  preserve  the  family-owned  business 
is  to  count  all  members  of  a  single  family  that  own  an  S 
corporation's  stock  as  a  single  stockholder.  The  effect  of 
this  provision  is  to  permit  businesses  owned  by  large 
families  to  be  S  corporations  and  still  enable  employees  or 
others  to  own  an  equity  interest  in  the  business. 
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As  originally  enacted,  the  eligibility  requirements  for 
Subchapter  S  election  were  extremely  restrictive  and 
contained  a  number  of  complex  rules  and  traps  for  the 
unwary. 

More  than  1 .6  million  companies  in  the  United  States 
are  organized  as  S  corporations  and  operate  in  every 
industry  sector. 

This  legislation  will  eliminate  undue  complexity  and 
make  it  easier  to  start  a  business,  attract  capital 
investment,  and  pass  that  family  business  on  to  one's  heirs. 

I  thank  the  Chairman  and  subcommittee  for 
recognizing  the  need  to  modernize  Sub  S  Corporation  law 
and  thank  you  for  holding  these  very  important  hearings 
today. 
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Testimony  of  Timothy  B.  McBride 

Before  the  House  Small  Business  Committee 

Subcommittee  on  Procurement,  Taxation  and  Tourism 

"Entrepreneurship  and  Capital  Formation" 

June  23,   1994 


Mr.  Chairman  and  other  distinguished  members  of 

the  panel,  I  AM  HONORED  TO  SPEAK  TO  YOU  TODAY  IN 
support  OF  ONGOING  CONGRESSIONAL  EFFORTS  TO  IMPROVE 

the  prospects  for  american  entrepreneurs.  i  am 
particularly  supportive  of  h.r.  4056,  the  "s 
Corporation  Reform  Act,"  a  very  important  bill 
which  is  cosponsored  by  several  members  of  this 
Subcommittee.  While  I  believe  the  entire  bill 

TAKES  important  STEPS  TO  ENHANCE  THE  COMPETITIVE 
abilities  of  S  corporations,  I  WOULD  LIKE  TO  FOCUS 

on  a  few  key  provisions  of  the  legislation  which 
address  particular  concerns  of  family-owned  s 
corporations. 

Many  family  businesses  are  organized  as  S 

CORPORATIONS.       ThIS    IS    BECAUSE   THE    S    CORPORATION 
STRUCTURE    IS    IDEAL   FOR   BUSINESSES   WHICH   ARE   CLOSELY 
HELD,    PRIVATE   CONCERNS,    AND   WHOSE    OWNERS   ARE 
USUALLY   THE   MANAGERS  AND    EMPLOYEES   OF  THE   BUSINESS. 
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In  fact,  S  corporations  predominate  among  millions 
OF  family  businesses  operating  across  the  country. 

Given  the  prevalence  of  S  corporations  among 
family  firms,  the  rules  which  govern  s  corporations 

are    CRITICALLY    IMPORTANT   TO    FAMILY   BUSINESSES. 

Restrictions  on  the  growth  and  management  of  S 
corporations,  therefore,  stifle  family  businesses. 
I  URGE  THIS  Subcommittee  to  keep  this  in  mind  as  I 

REVIEW  some  of  THE  S  CORPORATION  OPERATING  RULES  OF 

greatest  concern  to  these  businesses. 

i  speak  today  both  as  an  owner  of  and  as  an 
advisor  to  family-owned  and  other  s  corporations. 
i  have  practiced  tax  law,  in  both  the  public  and 
private  sectors,  for  19  years,  focusing  on  the 
concerns  of  closely  held  business  enterprises, 
frequently  s  corporations.  i  am  also  an  owner, 
director  and  tax  advisor  to  my  own  family's 
construction  and  real  estate  development  business 
--  McBride  Enterprises  --  which  operates  through 

SEVERAL  S  corporations. 
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One  of  the  most  serious  problems  faced  by  our 
family's  business  pertains  to  succession  and  estate 
planning  for  our  more  senior  family  members.  just 
two  days  ago,  company  officials  attended  a  lengthy 
meeting  at  which  we  devoted  substantial  attention 
to  problems  that  have  arisen  for  us  as  a  result  of 
existing  statutory  limitations  on  who  can  own  s 
corporation  stock. 

Let  me  explain.  S  corporations  now  face 
unnecessary,  artificial  barriers  to  reasonable 

estate,    TAX  AND   BUSINESS   SUCCESSION   PLANNING. 

Presently,  for  an  S  corporation  to  maintain  its  "S" 
election,  stock  can  be  owned  only  by  individuals 
and  estates,  and  by  grantor  trusts  for  limited 

PERIODS  OF  TIME.  StOCK  IS  ALSO  PERMITTED  TO  BE 
HELD  BY  A  SPECIAL  AND  RATHER  LIMITED  VARIETY  OF 
TRUST,  CALLED  A  QUALIFIED  S  CORPORATION  TRUST,  OR 

"QSST."  These  restrictions  on  ownership  force 
family-run  s  corporations  to  introduce  awkward  and 
costly  gyrations  into  their  planning  to  overcome 

THE    EFFECT  OF  THE   RULES.       In   OTHER   INSTANCES   --    FOR 
the   UNWARY   IN   PARTICULAR    --    THESE   TECHNICAL  TRAPS 
ARE   OVERLOOKED   UNTIL   IT   IS   TOO   LATE   FOR  THE  OWNERS 
TO    CORRECT. 
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Is  THIS  A  NEW  ISSUE?   NOT  REALLY.   ThESE  RULES 
HAVE  BEEN  IN  EFFECT  SINCE  THE  LATE  1950s,  SO  TAX 
PRACTITIONERS  HAVE  BEEN  KEENLY  AWARE  OF  THESE 
LIMITATIONS  FOR  SOME  TIME.   NoW,  HOWEVER,  A 
GENERATION  OF  S  CORPORATION  OWNERS,  HAVING  MATURED 
WITH  THEIR  BUSINESSES,  IS  GRAPPLING  WITH  THE  ISSUE 
OF  SUCCESSION.   SO,  WHAT  HAS  BEEN  A  "SQUEAKY  WHEEL" 
FOR  BACK-OFFICE  TAX  LAWYERS  AND  ACCOUNTANTS  FOR 
MANY  YEARS  IS  FAST  BECOMING  A  TRAIN  WRECK  ON  THE 
TRACKS  TO  SMOOTH  BUSINESS  SUCCESSION.   FAMILIES  WHO 
ARE  PRUDENT  ENOUGH  TO  SPEND  TIME  ANTICIPATING  AND 
PLANNING  FOR  REASONABLE  SUCCESSION  (AND,  I  SHOULD 
ADD,  DEVELOPING  WAYS  TO  ENSURE  ADEQUATE  LIQUIDITY 
TO  ENABLE  THEM  TO  PAY  SUBSTANTIAL  AND  INEVITABLE 

Federal  estate  taxes)  are  faced  with  the  added 
burden  of  having  to  create  special  trusts  and 

UTILIZE    OTHER   TECHNIQUES   TO   OVERCOME    NARROW   S 
CORPORATION   OWNERSHIP   RULES    --    RULES    THAT   SIMPLY   DO 
NOT  APPLY   TO  OTHER    FORMS   OF   BUSINESS    OWNERSHIP. 

At    BEST,    THE    CURRENT  S   CORPORATION    RULES   ADD 
AGGRAVATION   AND    EXPENSE.       At  WORST,     THEY   CAN    LEAD 
TO    BUSINESS   DISRUPTION,    FAMILY   DISPUTES   AND    LOST 
EMPLOYMENT,    PARTICULARLY   IF  THEY   ARE    OVERLOOKED   IN 
THE   PLANNING  PROCESS. 
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TRUST-RELATED  RESTRICTIONS 

Let  me  put  these  important  provisions  into 
CONTEXT.  Trusts  have  become  a  very  common  vehicle 

FOR  succession  OF  ESTATES,  INCLUDING  CLOSELY  HELD 
ENTERPRISES.   TRUSTS  ENABLE  BUSINESS  OWNERS  TO 
PROVIDE  THEIR  YOUNGER  BENEFICIARIES  WITH 
PROFESSIONAL  INTERMEDIARIES  TO  GUIDE  THEM  WHILE 
FUTURE  OWNERS  MATURE;  TO  PROTECT  THE  INTERESTS  OF 
CHILDREN  OF  TVIO  MARRIAGES;  AND/OR  TO  QUALIFY  FOR 

established,  statutory  planning  opportunities. 
However,  under  present  law,  a  trust  which  is 
designated  as  a  future  recipient  of  s  corporation 
stock  is  severely  limited  in  design  flexibility. 
Grantor  trusts  only  work  for  a  while.  The  QSST 
must  be  a  single-beneficiary  trust  rather  than 

accrue  to  MULTIPLE-BENEFICIARIES,  AND  INCOME  FROM 
THESE  TRUSTS  MUST  BE  DISTRIBUTED  ANNUALLY.   IN  A 
GIVEN  CASE,  THESE  PARAMETERS  MIGHT  SUIT  AN  OWNER'S 
OBJECTIVES,  OR  MIGHT  PARALLEL  OR  OVERLAP  OTHER  TAX 
RULES.   But  more  often  than  not,  the  trust  OPTIONS 
THAT  are  currently  AVAILABLE  SIMPLY  DO  NOT  WORK. 

For  example,  the  financial  needs  of  each  of  the 
beneficiaries  of  a  given  trust  are  virtually 
impossible  to  predict  when  the  trust  documents  are 
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znztzally  prepared.  ulth  a  discretionary  trust, 
such  issues  can  be  addressed  later,  when 
circumstances  have  evolved  and  needs  are  better 
understood.  building  in  such  flexibility  is 
standard  and  intelligent  estate  planning. 
Unfortunately,  it  is  largely  unavailable  for  the  S 
corporation  owners  under  present  law. 

The  problem  becomes  more  vivid  in  cases  where 
family  planners  have  not  foreseen  and  addressed  the 
strict,  existing  limitations  --an  easy  thing  to 

DO,  GIVEN  THE  COMPLEXITY  OF  CURRENT  RULES.  IF  THIS 
HAPPENS,  A  FAMILY  BUSINESS  CAN  BE  FACED  WITH  EITHER 
LOSING  ITS  S  CORPORATION  STATUS  (AND  THE  IMPORTANT, 

attendant  advantages),  or  reengineering  an  estate 
plan  after-the-fact  to  preserve  its  tax  election. 
It  is  possible  that,  in  either  case,  the  structural 
effects  on  the  family  business  may  not  be  in  line 

WITH  THE  WISHES  OF  THE  DECEASED  OWNER.   ThE  BILL'S 
EXPANSION  OF  THE  VARIETY  OF  TRUSTS  PERMITTED  TO  OWN 
S  CORPORATION  STOCK  WOULD  GO  A  LONG  WAY  TOWARD 
SIMPLIFYING  THE  PLANNING  AND  COMPLIANCE  PROCESS, 
THEREBY  HELPING  FAMILY  BUSINESSES  TO  PASS  ON 
OWNERSHIP  SMOOTHLY  AND  EFFICIENTLY  TO  NEXT 
GENERATIONS. 
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BESTRICTIOMS  ON  CHARITABLE  AND  TAX-EXEMPT  OWNERSHIP 

Let  mc  address  a  second,  important  change  that 
is  sorely  needed  for  family  and  other  businesses 
organized  as  s  corporations:  the  expansion  of 
ounership  to  tax-exempt  organizations,  including 

FOUNDATIONS  AND  EMPLOYEE  StOCK  OWNERSHIP  PlANS  OR 

"ESOPs.**  One  of  the  last  remaining  opportunities 

FOR  INDIVIDUALS  TO  PLAN  AN  ORDERLY  SUCCESSION  OF 
TNEIR  BUSINESSES,  UHILE  AVOIDING  COMPLEX  AND 
DISRUPTIVE  LIQUIDITY  PLANNING,  IS  TO  BEQUEATH  FULL 
OR  PARTIAL  OWNERSHIP  OF  THEIR  BUSINESS  ASSETS  TO  A 
CHARITY  OR  OTHER  ELIGIBLE  TAX-EXEMPT  ORGANIZATION, 
SUCH  AS  A  FOUNDATION  OR  A  CHARITABLE  TRUST.   UNDER 
PRESENT  LAW,  HOWEVER,  THE  USE  OF  S  CORPORATION 
STOCK  FOR  THIS  PURPOSE  WOULD  REVOKE  S  CORPORATION 
TAX  TREATMENT.   If  SUCH  A  GIFT  INVOLVES  100  PERCENT 

ownership.  this  may  not  make  a  difference.  but, 
more  often  than  not,  a  benefactor  will  bequeath 
only  part  ownership  to  the  charitable  concern. 
This,  then,  imposes  on  the  remaining  owners  the 
dilemma  of  disqualifying  the  s  corporation  or 
forcing  premature  liquidity  and  a  restructuring  of 
the  business. 
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The  S  Corporation  Reform  Act  goes  a  long  way 
toward  improving  estate  planning  for  family 

BUSINESSES   AND   OTHER   S    CORPORATIONS.       By   ADDRESSING 

restrictions  on  both  trust  and  tax-exempt  share- 
holders, the  bill  will  enable  owners  to  get  back  to 
the  day-to-day  work  of  doing  business,  and 
alleviate  wasteful  financial  and  administrative 
burdens  that  only  hinder  productivity. 

The  key  expansions  to  permitted  S  corporation 

OWNERSHIP  EMBODIED  IN  H.R.  4056  WORK  LIKE  THIS: 
FIRST,  STOCK  COULD  BE  TRANSFERRED  TO  VIRTUALLY  ANY 
TRUST  OF  WHICH  INDIVIDUALS  ARE  BENEFICIARIES, 
PROVIDED  AN  ELECTION  AND  CERTAIN  OTHER  MINIMAL 
CONDITIONS  ARE  MET;  AND,  SECOND,  STOCK  COULD  BE 
DONATED  TO  501(c)(3)  TAX-EXEMPT  ORGANIZATIONS, 
INCLUDING  FOUNDATIONS,  PUBLIC  AND  PRIVATE  AND  OTHER 
CHARITABLE  TRUSTS.   UhILE  THE  BILL  INCLUDES  OTHER 
IMPORTANT  EXPANDED  OWNERSHIP  PROVISIONS,  THESE  TWO 
IN  PARTICULAR  WILL  PERMIT  THE  SAME,  APPROPRIATE 
PLANNING  FLEXIBILITY  FOR  BUSINESS  OWNERS  THAT  HAS 
ALWAYS  BEEN  AVAILABLE  FOR  OTHER  FORMS  OF  BUSINESS 
ENTITIES. 
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The  bill  also  eliminates  the  dilemma  of  how  to 
bequeath  ownership  to  charitable  and  similar 

TAX-EXEMPT  ENTITIES.   By  ALLOWING  A  FOUNDATION  TO 
TAKE  OWNERSHIP,  MONETIZATION  OF  THE  BEQUEST  CAN  BE 
HANDLED  DELIBERATELY  AND  OVER  TIME,  WITHOUT  UNDUE 
RISK  OF  A  "fire  SALE"  OR  SIMILAR  PROBLEM  LIKELY  TO 

result  from  pressured  circumstances. 

Equally  important,  the  bill  would  facilitate 

CREATION  OF  A  NEW  MARKET  FOR  S  CORPORATION  STOCK, 
PERMITTING  OWNERSHIP  BY  ESOPS,  CONSISTENT  WITH 

legislative  goals  expressed  elsewhere  in  the 
Internal  Revenue  Code.  As  Hr.  Copham  has  indicated 
IN  his  testimony,  this  provision  will  be  very 
important  to  S  corporation  owners  and  their 
employees. 

When  Subchapter  S  was  first  introduced  to  the 
Internal  Revenue  Code  in  1958,  at  the  recommenda- 
tion OF  THE  Eisenhower  Administration,  it  was 
intended  as  a  tax-neutral  haven  for  small  and 
simple  businesses.  Fortunately  for  the  national 
economy,  the  small  tends  to  grow  and  the  simple 

becomes  complex.   I  AM  REMINDED  OF  THE  BATTLE  CRIES 
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OF  LAWYER-DETRACTORS  WHO  ACHE  FOR  SIMPLICITY.   OnE 

is:  "What  we  need  is  a  simple  will!"  I  agree,  but 
only  if  we  lived  in  a  "simple  world." 

The  fact  is  that  the  world  of  business,  family- 
owned  AND  otherwise,  IS  NO  LONGER  SIMPLE  --  PERHAPS 
IT  NEVER  WAS.   IN  TODAY'S  WORLD,  MANY  THOUGHT  TO  BE 
"middle  class"  need  SOPHISTICATED  ESTATE  PLANNING 
EITHER  FOR  PROPERTY,  FOR  TAXES  OR  BOTH.   A  MODEST 
HOME,  A  PENSION  AND  A  LIFE  INSURANCE  POLICY  CAN 
EASILY  ADD  UP  TO  OVER  $600,000,  WHICH  IS  CONSIDERED 
A  "taxable  estate"  UNDER  TODAY'S  LAW.   In  OUR 
SOCIETY,  BUSINESS  OWNERS  OFTEN  HAVE  TWO  FAMILIES, 
INCLUDING  OLDER  CHILDREN  FROM  A  FIRST  MARRIAGE  AND 
YOUNGER  ONES  FROM  A  SECOND.   EaCH  GROUP  MAY  REQUIRE 
DIFFERENT  PLANNING  VEHICLES,  INCLUDING  A  VARIETY  OF 

TRUSTS.     The  round  peg  of  S  corporation  stock, 

LIMITED  BY  WOULD-BE  "SIMPLE  RULES,"  DOES  NOT  FIT 
NEATLY  INTO  THIS  COMPLEX  EQUATION  OF  SQUARE  HOLES. 
As  A  BUSINESS,  ITS  OWNERS  AND  THEIR  CIRCUMSTANCES 
NATURALLY  EVOLVE,  THE  S  CORPORATION  LAWS  MUST 
CORRESPONDINGLY  ADAPT,  AS  THEY  HAVE  IN  THE  PAST, 
CONSISTENT  WITH  LEGISLATIVE  POLICY  OBJECTIVES. 
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Mr.  Chairman,  I  urge  the  Subcommittee  to  ensure 

THAT  we  continue  THE  PROCESS  OF  ADAPTING  TO  THE 
SOCIAL  AND  ECONOMIC  REALITIES  OF  AMERICAN  BUSINESS 
CONTINUES.   In  spite  of  some  IMPORTANT  HISTORICAL 
CHANGES,  S  CORPORATION  LAW  CONTINUES  TO  FRUSTRATE 
REASONABLE  PLANNING  FOR  SUCCESSION  OF  BUSINESSES. 
I  SPEAK  ON  BEHALF  OF  MANY  WHO  WOULD  ENCOURAGE  THIS 
BODY  TO  ELIMINATE  TRICKY,  UNNECESSARY  AND  ARCHAIC 
LIMITS.   The  TWO  changes  I  have  highlighted  WOULD 

go  a  long  way  toward  providing  the  kind  of  planning 
flexibility  needed  for  family  and  other  owners  of  s 
corporation  stock,  without  --  in  my  view  --  contra- 
dicting any  fundamental  policy  on  s  corporations. 

Thank  you  very  much  for  the  opportunity  to 
speak  to  you  today.  i  would  be  pleased  to  answer 
any  questions  you  may  have. 
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Harrison  Ready  Mix  Concrete  &  Supply  Co.,  Inc. 

129  Derby  Boulevard  •  Harrison,  Ohio  45030  •  Office:  (513)367-0234  •  Order  Dept:  (513)  367-4116 

Fax:  (513)  367-6194 

TestiBony  of  Pegqv  Roudebush 

Treasurer  and  Secretary 

Harrison  Ready  Mix  Concrete  &  Supply  Coapany,  Inc. 

June  £3,  1994 

Hearing  of  the  House  Soall  Business  Conmittee 

Subcomaittee  for  Procurenent ,  Taxation  and  Touris* 

"Entrepreneursh ip  and  Capital  For»ation" 

Good  Borning,  Mr.  Chairnan  and  Meabers  of  the 
Subcoaaittee.   My  naae  is  Peggy  Roudebush,  and  I  aa  — 
through  ay  faaily  and  independently  —  the  owner  and  aanager 
of  several  S  corporations  located  in  Harrison,  Ohio.   I  thanU 
you  for  asking  ae  to  be  here  today,  to  add  ay  voice   to  those 
of  others  here  who  are    also  concerned  about  the  effects  of 
current  restrictions  on  the  ability  of  S  corporations  to  do 
business  coapet it i vely. 

First,  I  would  like  to  give  you  soae  background  about  ay 
faaily* s  businesses.   With  ay  husband,  I  co-own  a  business 
begun  A0  years  ago  by  ay  father-in-law  called  Harrison  Ready 
Mix  Concrete  &  Supply  Coapany.   Harrison  Ready  Mix 
■  anufactures  ready-aix  concrete,  and  has  an  ann.ial  i  e.eiiup  .  f 
about  »5.3  aillion.   Ue  presently  eaploy  68  workers. 

My  husband  and  ay  brother  started  an  affiliated  coapany 
—  Harrison  Concrete  Products  —  four  ye«rs  ago  to  utilize 
the  concrete  we  produce  at  Harrison  Ready  Mix,  and 
aanufacture  Modular  vaults  and  telecoaaunicat ions  cabinets. 
This  coapany  is  a  C  corporation,  has  annual  gross  receipts  of 
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Separately,  ■y  husband  and  his  two  sisters  own  an  S 
corporation  called  Rolling  Ocres  Mobile  Ho«e  Park.   Like 
Harrison  Ready  Mix,  this  company  was  begun  2  generations  ago 
by  By  husband's  faaily.   Today,  the  coapany  has  seven 
eaployees  who  also  work  for  Harrison  Concrete  Products,  and 
had  ♦!. 1  Billion  in  gross  receipts  last  year. 

Finally,  1  a»  the  co-owner  and  the  Bajority  shareholder 
of  a  coapany  called  Onne  Terrie  Designs,  Inc.,  which  I 
founded  last  year  with  ay  business  partner.   This  coapany, 
which  is  also  an  S  corporation,  designs,  aanufactures  and 
sells  bathing  suits  for  plus-sired  woaen.   We  have  five 
eaployees. 

Uhilc  our  businesses  have  generally  been  successful,  we 
are  nevertheless  restricted  by  several  rules  siaply  because 
we  have  chosen  to  organize  and  operate  as  S  corporations. 

The  first  restriction  on  our  business  has  to  do  with  our 
ability  to  aanage  operations  saoothly.   Ps  you  aay  know,  S 
corporations  are  not  currently  peraitted  to  own  any  of  the 
stock  of  other  S  corporations,  and  they  also  cannot  have 
wholly  owned  C  corporation  subsidiaries. 

For  us,  this  aeans  having  to  set  up  different  corporate 
entities  for  each  of  our  business  units.   While  this  aight 
aake  sense  if  each  of  the  unites  was,  individually,  a  very 
large  coapany  with  very  different  business  functions  and  very 
different  eaployees,  nearly  all  of  our  coapanies  are  tied 
together  in  soae  fashion  —  either  through  products  or 
custoaers  or  eaployees  —  and  three  of  the  four  are 
relatively  saall  operations.   Therefore,  having  to  have  four 
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••parat*  coap«nl««,  non*  of  which  r*gulat««  and  aanag**  the 
others'  opvration*,  can  b*  both  cMpcnsivc  and  unwieldy. 

Given  this  operating  constraint,  I  very  such  support 
the  S  Corporation  Before  Oct,  which  would  perait  S 
corporations  to  have  C  corporation  subsidiaries.   I  would 
also  hope  that  the  Congress  would  —  either  through  this 
legislation  or  another  aeasure  —  go  one  step  further  to 
perait  S  corporations  to  own  other  S  corporations  as  well. 
By  allowing  S  corporations  to  have  full  ownership  of  what 
are  effectively  related  corporate  entities,  the  Congress  can 
help  iaprove  corporate  aanageaent  and  slaplify  cash  flows 
between  corporate  entities. 

The  second  constraint  that  affects  ay  coapanies 
specifically  because  we  are  S  corporations  has  to  do  with  the 
tax  treataent  of  our  fringe  benefit  expenditures.   All 
together,  our  faaily's  business  have  69  eaployees  in  addition 
to  the  Z   corporate  owners.   Each  eaployee  receives  the  saae 
benefits  as  each  of  the  owners.   In  all,  we  spent  •116,000. 
in  1993  to  provide  extensive  aedical,  life,  and  disability 
insurance  for  eaployees  and  eaployee-owners,  and  an 
additional  t7,000.  in  contributions  to  401  (l<)  plans. 

But,  our  S  corporation  cannot  fully  deduct  the  cost 
of  the  fringe  benefits  we  provide.   Though  benefits  paid 
to  eaployees  who  are  not  owner*  can  be  deducted,  those  of  us 
who  »v*    shareholders  and  eaployees  cannot  fully  deduct  our 
benefits.   Under  current  law,  S  corporations  are  prohibited 
froa  deducting  aore  than  25  percent  of  the  cost  of  fringe 
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■u»t  pay  t«M*s  on  tht  v«lu*  of  th*  b»n*flts,  tine*  th»y  av* 
cen«idor*«d  •  part  of  our  coaponsatlen  paehag*.   This  puts  8 
corporation*  tiho  ours  in  a  coapot it iwvly  ditadwantagoou* 
situation,  sine*  all  C  corporations  can  daduct  100  ptrcont  of 
fringe  benofit  costs  as  "ordinary  and  nocossary  tMptnsvs*  in 
tha  eoursa  of  doing  businass. 

For  our  businassos,  the  7S  parcant  of  tht  costs  that  wa 
cannot  daduet  translatas  to  tSfSOO.  par  yaar  —  a  considar- 
abla  aaount  of  aonay  that  could  otharMisa  have  baan  allotted 
as  an  inwastaant  in  our  day-to-day  business  efforts,  or  used 
to  hire  another  eaployee. 

I  Mould  subait  that  health  care  and  other  reasonable 
fringe  benefits  paid  to  OMnar/eaployees  should  be  deductible 
to  all  corporations,  regardless  of  their  operating  structure, 
so  long  as  coapany  owners  do  not  receive  benefits  greater 
than  those  provided  to  non-owners. 

The  S  Corporation  Refers  Act  would  ensure  that  S 
corporations  mr*   no  longer  discriainated  against  in  this 
sense  by  aahing  benefits  paid  to  owner/eaployees  fully 
deductible.   I  therefore  wholeheartedly  endorse  this  bill, 
because  it  will  encourage  S  corporations  to  iaprove  the 
banafits  they  provide  and  it  will  put  an  end  to  the  currant 
penalty  mm   pay  for  providing  these  benefits  in  the  first 
place. 

In  addition  to  peraitting  S  corporations  to  have 
subsidiaries  and  enabling  thea  to  fully  deduct  all  fringe 
benefits,  the  8  Corporation  Refora  Act  would  accoaplish  aany 

nfH*r     4nnnr»:«t«*     nn»}*.      «Mrh    m%    mnhiMnr-\nn    fj»»ilv    hti««t»i»«« 
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planning  and  laprovlng  access  to  nen  sources  or  private 
capital.   As  the  OMner  and  aanager  of  several  saall 
businesses  and  S  corporations,  I  know  that  all  of  these 
Measures  are  laportant  to  our  bottoa  lines.   It  is  therefore 
■y  hope  that  this  Congress  can  accoaplish  the  favorable 
consideration  and  passage  of  H.  R.  4056,  the  S  Corporation 
Refora  Pet,  this  year,  when  S  corporations  are  aost  in  need 
of  proactive  refora 

I  thank  the  Subcoaaittee  for  its  invitation  to  share  ay 
vieM. 
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